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The effect of the new tax law on corporate 


organization and distributions 


A symposium organized and edited by JACKSON L. BOUGHNER, LI.B., CPA, 


a partner in the Chicago law firm of Tenney, Sherman, Bentley & Guthrie 


A LARGE NUMBER of transactions have 
been held in abeyance awaiting the 
final version of the corporate pro- 
visions of the new Internal Revenue 
Code. The House bill embodied con- 
cepts entirely different from those of 
the previous law. It attempted to codify 
a field which previously had been left 
almost entirely to court interpretation. 

The Senate completely rewrote sub- 
chapter C, restoring to a large extent 
the concepts of the 1939 Code. Between 


March 9 and August 16, 1954 (the date 
the President signed the bill), tax men 
were kept extremely busy trying to 
follow the shifts in these provisions. 
Anyone who had analyzed and finally 
understood the provisions of the House 
version, woke up the morning that the 
Senate version appeared, to find that 
everything he had learned had to be 
forgotten. Unlike many provisions of 
the Code, which remained virtually 
unchanged in both the Senate and 


Treatment of gain or loss on corporate 


liquidations under new law 


AT FIRST BLUSH the Internal Revenue 
Code of 1954 seems to have made little 
change in the rules governing treat- 
ment of gain or loss resulting from 
corporate liquidations. Sections 331 
(dealing with liquidations generally) 
and 332 (dealing with liquidation of 
“wholly-owned” subsidiaries) of the 
new law read very much like their 
prototypes under the old code. Yet 
there are differences, and important 
ones. 

Sec. 331(a) (1) provides that amounts 
distributed in complete liquidation of a 
corporation shall be treated as in full 
payment in exchange for the stock. 
Sec. 331(a) (2) provides that amounts 
distributed in partial liquidation (as 
defined in Sec. 346) shall be treated as 


by Joun S. PENNELL, LL.B. 


in part or full payment in exchange 
for the stock. The language should 
sound familiar. It is practically identi- 
cal with the first sentence of Sec. 
115(c) of the old law. 

This identity of language, of course, 
indicates an intent to have identity of 
meaning and that identity of meaning 
doubtless does exist within the exact 
limitations of Sec. 331. However, it 
should be noted that this section merely 
prescribes the treatment to be accorded 
if one of two sets of conditions exists. 
The treatment is a familiar one — pay- 
ment in exchange for stock — and thus 
the section should give little trouble. 

The difficulty, if any, will lie in the 
determination of whether either of the 
two sets of conditions exists. Has there 
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House versions, the corporate pro- 
visions are original with the Senate. 
To give you a complete coverage of 
subchapter C, we have asked eleven 
tax men from the Middle West to ana- 
lyze it, each taking a specific field. 
Eight appear below; three next month. 
These men are all members of taxation 
committees of bar associations and ac- 
counting societies and have kept ac- 
tively informed of the progress of the 
corporate provisions of HR 8300. 


been a complete or partial liquidation? 

As under prior law since the 1942 
Act, there is no definition in the new 
code of “complete liquidation.” This 
lack of definition has not caused undue 
trouble in the past and will probably 
not be particularly troublesome in the 
future. 

More difficulty may arise from the 
new definition of “partial liquidation” 
in Sec. 346. To the extent that one of a 
series of distributions in complete liqui- 
dation qualifies as a partial liquidation, 
the concept is again apparently identi- 
cal with that under the old law. From 
there on, however, some doubts arise 
due to new language. 

The partial liquidation must now be 
pursuant to a plan, a requirement not 
in the old law. We will at least have to 
wait for regulations to find out what 
is required as a “plan,” and even then 
we may not know for certain. 

The distribution must occur within 
the taxable year in which the plan is 
adopted or within the succeeding tax- 
able year, a requirement which, al- 
though new, does not appear to be 




















iC= 


n? 
42 
aw 
his 


ue 


he 


not 


hat 
en 


hin 


ix- 


al- 





Na 





onerous. Conversely, the provision that 
the distribution not be _ essentially 
equivalent to a dividend is not new, 
having come from old Sec. 115(g), but 
will no doubt be as onerous as it has 
always been. 

It is likely that the Internal Revenue 
Service will take the position that 
only bona fide contractions of corporate 
business will qualify as partial liqui- 
dations. The House version specifically 
so provided. The Senate Finance Com- 
mittee Report states that “primarily” 
the definition involves that concept. 
Provision has been made in Sec. 302 
for capital gains treatment of certain 
other redemptions not involving con- 
tractions of business. The one specific 
type of transaction defined by Sec. 346 
as a partial liquidation is obviously a 
contraction of business. Both code and 
committee reports carefully refrain 
from specifically so limiting the mean- 
ing of partial liquidation, yet the 
Treasury attitude should be carefully 
watched. 

It will be interesting to note develop- 
ments under Sec. 346(b) providing that 
a distribution due to the termination 
of, or a distribution consisting of the 
assets of, one of two businesses will 
qualify as a partial liquidation. This 
provision is obviously a relief pro- 
vision, but will it so operate? What 
will be the difficulties in proving that 
two businesses were conducted? If a 
corporate manufacturer markets ex- 
clusively through an independent sell- 
ing agency, even a partnership consist- 
ing of the corporation’s stockholders, 
normally it would be considered two 
businesses. Can the same argument be 
made if the selling agency is an integral 
part of, but still a division of the man- 
ufacturer? Or must the businesses be 
completely dissimilar? Will separate 
sets of books for the two businesses be 
required as under the House version of 
this provision? For how long must the 
corporation cease to conduct the busi- 
ness from which the distribution stems? 
For how long after the distribution 
must the corporation be “actively en- 
gaged in the conduct” of the retained 
business? Must it continue to conduct 
that same business or may it change 
to a different one? How “actively” 
must it be so engaged? 

The regulations will no doubt pro- 
vide the Treasury’s view on these ques- 
tions, but only time and the courts will 
provide answers. 

The provisions of Sec. 332 dealing 
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with non-recognition of gain or loss on 
liquidation of “wholly-owned” sub- 
sidiaries should cause little trouble. 
With two major exceptions (and minor 
ones caused by section renumbering 
and rearrangement) the provision is 
practically identical with old Sec. 112 
(b) (6). 

One major exception does away with 
the old provision that removed a liqui- 
dation from the non-recognition cate- 
gory if the parent disposed of stock of 
the subsidiary between the time the 
plan of liquidation was adopted and the 
property received. This provision pro- 
vided a means whereby the parent 
could make application of old Sec. 112 
(b) (6) elective and Congress has 


closed what they apparently considered 
a “loophole.” 

The other major exception does away 
with the rule of Houston Natural Gas 
v. Comm. 173 F. 461 (1949) which was 
incorporated into I.T. 4109, 1952-2 CB 
138. No longer will the liquidation of a 
subsidiary which is indebted to the 
parent result in gain to the subsidiary 
due to the satisfaction of the debt with 
appreciated property. Apparently the 
right of the parent corporation to claim 
a loss if the subsidiary’s assets do not 
completely satisfy the debt remains 
undisturbed. -0- 


[Mr. Pennell is a partner in the Chicago 
law firm of McDermott, Will & Emery.] 





Carryover provisions of new Code permit 


certain tax advantages if care is used 


NOTHING IN THE 1939 copE provides for 
a transfer of losses, tax benefits or 
privileges of one corporation to another 
corporation in tax-free reorganiza- 
tions. To fill the void, the courts have 
been compelled to make the law in this 
area, the result of which is a mass of 
inconsistencies and artificialities. An 
example of this court-made law is the 
‘allowance of a net operating loss 
carryover to a successor in a statutory 
merger (Stanton Brewery, Inc. v. Com- 
missioner, 176 F. 2d 573 (CA-2) ) and 
the refusal to allow it to a successor 
corporation in other types of tax-free 
reorganizations (New Colonial Ice 
Company v. Helvering, 292 US 435). 

Section 381 is, by and large, a relief 
measure (with some loophole closing 
aspects) which serves to eliminate the 
inequities in the artificial requirements 
present existing. It allows the carry- 
over of losses, elections, credits and 
other items to successor corporations 
in certain tax-free reorganizations. If 
you desire to make use of section 381, 
stay away from partial liquidations and 
divisive reorganizations, such as spin- 
offs, split-offs and split-ups. These are 
not covered by the section. 

It will be imperative in the future to 
consider the effects of section 381 be- 
fore engaging in any tax-free reorgan- 
ization. Besides the benefits accruing 


by Harotp R. BuRNSTEIN, J.D., CPA 


from loss carryovers, there may be many 
items to be carried over which will in- 
crease the income of the successor 
corporation. For example, gains from 
installment sales of the transferor must 
continue to be reported on the install- 
ment basis by the successor; account- 
ing methods and inventory methods of 
the transferor must be used by the 
successor; and the successor must re- 
port income if the transferor elected to 
defer prepaid income. After considera- 
tion of these and similar items, it 
might be determined that a taxable ex- 
change would be the least expensive. 


Excessive stress on form 

Even at this early date, it is clear to 
see that subsection (c) (16) which al- 
lows a successor to deduct certain obli- 
gations of the transferor accruing after 
the date of the transfer will prove 
troublesome in administering. This pro- 
vision was inserted to erase court de- 
cisions holding that amounts paid out 
by a successor in a tax-free reorganiza- 
tion on a contingent liability of a 
predecessor constitute capital expendi- 
tures and are not deductible. Under 
these decisions, the deductions were 
lost forever. However, the new pro- 
vision allows the deduction only if such 
obligations are not reflected in the 
amount of stock, securities or property 
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transferred by acquiring corporation to 
the transferor corporation for property 
of the transferor corporation. It is this 
requirement which puts a premium on 
the form of the reorganization and 
makes it imperative that any liability 
which might serve as a deduction and 
which has not accrued prior to the 
transfer be ostensibly not reflected in 
the consideration given for the trans- 
fer. In other words, don’t show con- 
tingent liabilities which have not ac- 
crued for tax purposes in transferor’s 
balance sheet at the time of the reor- 
ganization. Although it may be too 
early to talk of changes in the 1954 
Code, I don’t hesitate to predict that 
eventually this provision will be 
eliminated. 


Limitations on loss carryover 

Present law, namely section 129, has 
proved ineffectual in preventing the 
use of corporations with net operating 
loss carryovers as a tax-saving device. 
In fact, the advantages of a loss cor- 
poration have been so widely recog- 
nized that there has been created a 
lively market in them. Advertisements 
appear in the Wall Street Journal of- 
fering to buy or sell loss corporations 
and stockholders in loss corporations 
are quite aware that a net operating 
loss is an asset having a market value. 

Section 382 was designed to end this 
trafficking in loss corporations after 
June 18, 1954. There is no doubt that 
it will to a large extent succeed in this 
eifort. But even at this early date some 
areas are dimly discernible in which it 
may prove ineffectual. 

In this connection one should keep in 
mind that section 129 of the old Code 
has been strengthened and revitalized 
as section 269 of the new Code. If sec- 
tion 382 does not plug a loophole the 
chances are that section 269 does. In 
any event, it is very important to un- 
derstand just what section 382 does 
not do. 


Carryover is not killed 

It does not prevent a corporation 
from using its loss carryover so long as 
there is no 50 per cent change in own- 
ership. This means that a loss corpora- 
tion can shift to a new business without 
losing the benefit of its loss carryover 
as long as there is no 50 percent change 
in ownership. Incidently, and as a mere 
matter of interest, under the Canadian 
income tax law a loss carryover is 
deductible only against income of the 


September, 1954 


same trade or business which produced 
the loss. It is interesting to note that 
this provision was not adopted by the 
new Code although its framers were 
undoubtedly aware of it. 

Also, this section does not apply when 
a loss corporation is acquired by new 
interests if the same business is carried 
on by the corporation after the change 
in ownership. It is this change of busi- 
ness requirement of the section which 
I find most vague. The other require- 
ments of the section are mathematical 
and consequently capable of being ap- 
plied rather easily. Also, the omission 
of a test of intent makes the section 
easily administered. However, I feel 
that the condition that “such corpora- 
tion has not continued to carry on a 
trade or business substantially the 
same as that conducted before any 
change in the percentage ownership” 
will prove difficult to apply and pro- 
ductive of litigation. 

The Senate Finance Committee re- 
port (p. 53) indicates that this pro- 
vision was designed to prevent the use 
of a loss carryover “to offset gains of 
a business unrelated to that which pro- 
duced the losses.” It further states that 
the loss carryover is not allowed “if 
the corporation thereafter engages in a 
different type of business.” This is a 
fair reading of the language of the sta- 
tute quoted in the above paragraph. 
Thus, a situation as that which existed 
in Alprosa Watch, 11 TC 240, would 
certainly be within the requirement. 
In that case, before the change in 
ownership, the corporation was en- 
gaged in the business of manufacturing 
and selling women’s gloves. After the 
change it engaged in the business of 
importing and selling Swiss watches. 


Treasury goes further than law 

However, the Treasury is apparently 
seeking to extend the statutory lan- 
guage, for in the detailed discussion of 
the technical provisions of the bill, 
which I understand its experts prepare 
and which appears as the second por- 
tion of the Senate Finance Committee 
Reports, it goes much further and states 
(p. 285) that a change of location or 
the discontinuance of any except a 
minor portion of its business will also 
meet the condition of subparagraph 
(c). I believe these examples go too 
far and are not warranted by the statu- 
tory language. 

If new interests buy control of a 
corporation which is losing money and 


in order to make it profitable once 
more, and as a matter of good man- 
agement, sell some of its plants and 
perhaps eliminate some unprofitable 
items, such changes do not in my opin- 
ion constitute a change in the type of 
business carried on. Otherwise, the 
section would be a deterrent to the re- 
habilitation of an unprofitable cor- 
poration which is contrary to the gov- 
ernment’s policy of promoting com- 
petition. 

Subsection (b) which is applicable 
to a change of ownership as the result 
of a reorganization may prove to be 
the Achilles heel of section 382. What 
cannot be done by purchase of cor- 
poration may quite possibly be done 
via the reorganization route. 


Interesting example of RKO 

As an illustration of the possibilities 
under this subsection a glance at the 
recent situation in RKO Pictures might 
be rewarding. From the information in 
the newspapers, it appears that RKO 
Pictures sold all of its assets to Howard 
Hughes for cash amounting to $6 a 
share. RKO Pictures had suffered op- 
erating losses in 1952 and 1953 and it 
appears that it had suffered a loss on 
the sale of its assets. Thus after the 
sale of its assets RKO Pictures was a 
corporation having nearly $24,000,000 
in cash together with a _ substantial 
operating loss. At this point, Atlas 
Corporation started to buy RKO Pic- 
tures stock on the New York Stock 
Exchange at a price in excess of $6 a 
share. At last reports, it had acquired 
about 30 per cent of the outstanding 
stock. 

Section 382 probably does not apply 
to this situation because this stock was 
acquired by Atlas Corporation prior to 
June 22, 1954, the effective date of the 
section. But it is interesting to specu- 
late what might be done to save the 
loss carryover if the section did apply. 

In the first place, it is quite obvious 
that section 382 does not apply because 
Atlas Corporation has not acquired 
more than 50 per cent of the outstand- 
ing stock. However, even if we assume 
that Atlas will acquire more than 50 
per cent of the stock, the loss carry- 
over will not be lost if the new man- 
agement keeps RKO Pictures in the 
movie making business. But suppose it 
was desirable to use the corporation 
for some other business. If RKO Pic- 
tures and Atlas Corporation entered 
into a statutory merger the loss would 
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be available to the surviving company 
if the stockholders of RKO (including 
Atlas) came out of the merger owning 
at least 20 per cent of the surviving 
corporation. Since RKO Pictures has 
some $24,000,000 in assets and Atlas has 
some $66,000,000 this result is easily 
attainable. If a statutory merger were 
not feasible, the same result could be 
accomplished by Atlas acquiring all the 
assets of RKO for its voting stock. 
This voting stock could take the form 
of preferred stock which might later 
be redeemed. 

Again, I wish to point out that the 
above discussion considers only section 


382. The application of section 269 (the 
strengthened section 129 of the 1954 
Code) has not been considered and if 
it were considered might change some 
of the conclusions reached. But the 
main conclusion to be reached is that 
with a little imagination we can learn 
to live with section 382 in future. -o- 


[Mr. Burnstein is associated with the 
Chicago and Washington law firm of 
Hughes & Hughes. He is a member of 
the Illinois bar and a CPA; a member 
of the Federal Taxation Committee, 
Chicago Bar Association; and a mem- 
ber of the Section of Taxation of ABA.] 





Quickie liquidations postpone 


tax on appreciation 


SUBSTANTIAL TAX SAVINGS are now pos- 
sible on the liquidation of corporations 
which hold appreciated property. Sec- 
tion 333 of the 1954 Internal Revenue 
Code permits stockholders of domestic 
corporations to elect a complete dis- 
tribution of company assets on certain 
favorable terms. Patently, it is often 
more economical to liquidate close cor- 
porations which can thenceforth be 
operated as partnerships or proprietor- 
ships. The new code did not enact pro- 
posed section 1351 which would have 
afforded a choice to certain corpora- 
tions to elect taxation on a partnership 
status. Hence, section 333 is attractive 
to many corporations. It is especially 
appealing to building corporations and 
to personal holding companies. 


Statutory pattern 

Briefly, this section permits the re- 
ceipt by qualified electing shareholders 
of property which has appreciated in 
value, without the recognition of gain 
on such appreciation. In the case of in- 
dividual distributees, to the extent gain 
is realized, the pro-rata share of any 
earnings and profits of the company is 
taxed as an ordinary dividend. “Cash” 
in excess thereof is taxed as a capital 
gain. A corporate distributee is taxed 
at capital gain rates, to the extent the 
gain is recognized, on the greater of: 
(1) its share of the earnings of the 
liquidating corporation, or (2) “cash.” 
The term “cash,” for all distributees, 
includes the fair market value of stock 


by Greorce L. WEISBARD, CPA, LL.B. 


or securities acquired by the company 
after December 31, 1953. 

While the section number is new, 
similar elections were granted by prior 
revenue acts at various times starting 
with December 1938 and including any 
calendar month in 1953. The old code 
section was 112(b) (7). A complete ex- 
position of the section is contained in 
Regulations 118, at section 39.112(b) 
(7). The reenactment of the statute 
obviously lends added dignity to these 
regulations. 

New section 333 makes a permanent 
addition to the law but applicable only 
to liquidation plans adopted after June 
22, 1954. Such a liquidation must be 
completed in one calendar month. It is 
not, however, necessary that the month 
of completion must fall within the tax- 
able or calendar year in which the plan 
is adopted. As “old wine in new 
bottles,” the statute has been ade- 
quately dissected by several law review 
writers. See Weisbard, “Liquidation — 
1951 Style,” 32 Chicago Bar Record 65 
(1950); Krekstein, “Section 112(b) (7) 
Liquidations,” 55 Dick. L.R. 189 (1951); 
Eason, “Liquidation under Section 112 
(b) (7),” 38 Va. L.R. 1 (1952). More- 
over, court decisions have amply con- 
strued the section. 

The cases decided under section 112 
(b) (7) deserve study as they are cer- 
tainly controlling under the new sec- 
tion 333. Most of the decisions involve 
questions with respect to the election 
allowed by the statute. The binding 
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nature of the election, once made, was 
demonstrated by Sam Goldman, T.C. 
Memo, October 25, 1950. On the other 
hand, where the election was based on 
a material mistake of fact the taxpayer 
was not held bound. Estate of Meyer v. 
Commissioner, 200 F (2d) 592 (CA5— 
1952). A tardy election is worthless, 
irrespective of the reasons for failure 
to file timely. N. H. Kelley, T.C. Memo, 
February 13, 1951. 

Pre-liquidation planning proved 
profitable in Edith K. Timken, T.C. 
Memo, June 7, 1944. There, accumu- 
lated earnings were reduced by retiring 
preferred stock at a premium prior to 
complete liquidation. Where the com- 
pany has no preferred stock, the ra- 
tionale of the Timken case suggests 
the possibility of a partial liquidation 
of some stockholders prior to the gen- 
eral wind-up. 

The section requires that “all” the 
property be transferred in one calendar 
month. This proviso is satisfied even 
though cash is set aside under arrange- 
ments for the payment, after the close 
of such month, of unascertained or con- 
tingent liabilities and expenses, and 
such arrangements are made in good 
faith and the amount set aside is rea- 
sonable. Thus, in Estate of Lewis B. 
Meyer, 15 T.C. 850, the Tax Court 
approved a retention of assets with a 
book value of less than 6 per cent of 
the total. 

Post-liquidation problems involve 
basis and subsequent disposition. The 
basis of assets received in a section 
333 liquidation is determined by the 
basis of the stock surrendered upon 
liquidation, increased by the recognized 
gain, and decreased by the amount of 
any money received. In Revenue Rul- 
ing 95, 1953 I.R.B.-12, page 6, however, 
it was ruled that the basis of mortgaged 
property received by stockholders on 
a 112(b)(7) liquidation includes the 
amount of the mortgage debt involved. 
In Mace Osenbach, 17 T.C. 797, afi’d 
198 F (2d) 235 (CA4—1952), it was 
held that collections by a shareholder 
on assets received in a 112(b) (7) 
liquidation constitute ordinary income. 
Since the corporate dissolution was a 
closed transaction, the nature of the 
subsequent gain must be determined by 
the method adopted by the taxpayer in 
realizing on the assets distributed in 
the liquidation. 


Quick action 
We are told it is the pace that kills. 
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This is certainly valid in the new sec- 
tion 333, where quick action in liqui- 
dating a corporation can “kill” the tax 
to which a normal liquidation would 
expose the appreciation of distributed 
property. There are not many substan- 
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tive sections of the Code which incite 
such tempo into tax transactions. -o- 
[Mr. Weisbard is a CPA and member 
of the Illinois bar. He is a partner of 
the Chicago accounting firm of George 
L. Weisbard & Company.] 





Gloom and litigation seem in prospect under 


corporate redemption provisions of new law 


THROUGH ALL THE DEVELOPMENT of the 
Revenue Act of 1954 those provisions 
dealing with redemptions of corporate 
stock caused as much concern as any 
in the monumental document. The con- 
cern felt by tax men as the law de- 
veloped may now be matched by equal 
concern for the fate of the taxpayer 
under certain provisions of these Sec- 
tions, especially Section 302. 


SECTION 302 
DISTRIBUTIONS IN REDEMPTION 


WE prepict that Sec. 302 will come to 
be regarded as a signal triumph for the 
draftsmen and policy makers of the 
Treasury Department. They have ap- 
parently succeeded not only in retain- 
ing the broad and uncertain rule of 
taxability of Sec. 115(g) (1), but, more- 
over, have been able to persuade Con- 
gress to enact by statute a restrictive 
policy which failed in the Courts! and 
lay dormant in a proposed Regulation.2 

Comparable only to Sec. 102 as a 
threat to the operations of closely held 
corporations, Sec. 115(g)(1) has for 
years hung heavily over the heads of 
stockholders making sales of part of 
their holdings to their companies. Be- 
cause the statute was stated in such 
vague and general terms, Revenue 
Agents have been uninhibited in wield- 
ing this tax club, and were frequently 
defeated recently by a showing of a 
business purpose for the redemption.® 
But the taxpayers have been compelled 
to litigate much too often to establish 
the “redemption” is not to be taxed as 
an ordinary dividend. 


Hopes for clarification shattered 
Hopes for the clarification and simpli- 
fication of the redemption statute were 
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shattered by the final product crysta- 
lized into Sec. 302. Those who have 
lived long with Sec. 115(g)(2) will 
soon feel that the litigation will con- 
tinue, mainly as a result of the broad 
and general rule of “essential equiva- 
lence” written into Sec. 302(b)(1) of 
the new Code. Thrice the Senate Com- 
mittee Report® tells us that the Com- 
mittee intends to revert to and to in- 
corporate “existing law” in determin- 
ing whether a redemption is a sale or a 
dividend. On the third occasion we are 
cautioned that the test “. . . is in gen- 
eral that currently employed under 
Sec. 115(g) (1) of the 1939 Code.” 

It is noi at all clear what is intended 
by the “currently employed test.” The 
Senate Committee Report had previ- 
ously directed a factual inquiry in 
making the determination. In the past 
the application of Sec. 115(g)(1) has 
frequently required the weighing of 
upward of a dozen major factual in- 
quiries (e.g., intent, business or tax 
avoidance purpose, pro rata redemp- 
tion, origin of stock as original issue or 
stock dividend, stock control, dividend 
record, etc.).° In its earlier judicial 
administration, business purpose was 
frequently the controlling factor,? but 
gradually the test applied on many oc- 
casions in the 1940s was the net effect 
of the distribution, rather than the 
motive and plans of the taxpayer or 
his corporation.® 

However, the constant proclivity of 
Revenue Agents to assert the Sec. 
115(g) club appears to have caused a 
growing trend in the Tax Court to use 
the business purpose or intent test for 
the application of Sec. 115(g). If this 
is the “currently employed” test in- 
tended by Congress, perhaps some 
measure of certainty can be attained. 
It will be earnestly hoped by all tax 


men that the Treasury will adopt 
sensible and reasonable Regulations 
construing the reversion to and in- 
corporation of “existing law” and the 
“currently employed” tests in the ap- 
plication of Sec. 302(b) (1) of the 1954 
Code. 

Some valiant attempt was made to 
bring some certainty into areas of the 
field of redemptions. The House had 
eliminated the general test of “factual 
equivalence to a dividend” and had 
itemized instead a number of “definitive 
standards”.® As indicated above, the 
Senate reversed the House by adopting 
the general test, and went further in 
reducing to three the “definite stand- 
ards in order to provide certainty in 
specific instances”’.1° 

The first is the somewhat novel “dis- 
proportionate redemption” (Sec. 302 
(b)(2)). The second is the familiar 
“termination of shareholder’s interest” 
(Sec. 302(b) (3) ), which represents the 
codification of the long established 
rule in the Commissioner’s Regula- 
tions!! as vastly restricted by the 
Treasury Department’s later policy re- 
quiring a search for remaining stock- 
holders related to the terminating 
stockholder.!2 The third “standard” re- 
lates solely to the rare instance of re- 
demption of stock issued by a railroad 
corporation pursuant to a Sec. 77 Re- 
organization plan (Sec. 302(b) (4)). 

A disproportionate redemption will 
qualify for capital gain treatment 
(without resort to the general rule of 
Sec. 302(b)(1)) by compliance with 
two percentage requirements. The re- 
duction of the shareholder’s common 
stock interest (both voting and non- 
voting) must be substantial enough so 
that it is less than 80% of his holdings 
before the distribution. Moreover, the 
redemption must reduce his interest to 
less than 50% of the total combined 
voting power of all classes entitled to 
vote. The second requirement obviously 
is the one that will hurt and will pre- 
clude compliance wherever voting con- 
trol is a major factor. 


Penalty of constructive ownership 
As a further deterrent to the use of 
this technique, Congress tacked on the 
rules of constructive ownership of 
stock contained in Sec. 318(a) (eg. 
members of family, partners, bene- 
ficiaries of trusts, stockholders, etc.). 





* The author gratefully acknowledges the 


assistance of his associates, John L. Palmer, 
Emil Sebetic and Frank W. Hammett, Mil- 
waukee attorneys. 
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The Senate Report cites a grim ex- 
ample where neither the dispropor- 
tionate redemption provision nor the 
termination of shareholder interest rule 
would apply, simply because the tax- 
payer, whose stock was being re- 
deemed, was also the beneficiary of a 
trust which owned the balance of the 
corporate stock, and hence the tax- 
payer would be considered as con- 
structively owning all of the stock of 
the corporation. 

A study of the breadth of the con- 
structive ownership rules of Sec. 318 
will lead to the conclusion that the 
“standard” of disproportionate redemp- 
tion will seldom be usuable in the case 
of closely held companies. 


Total redemption rule now out 

The second and more significant 
standard in Sec. 302(b)(3) (also de- 
signed to eliminate the necessity of 
reference to the general test of “es- 
sential equivalence” of Sec. 302(b) (1)) 
is probably a major victory for the 
Treasury Department. The Commis- 
sioner had long been hampered by the 
simple solid rule in his own Regula- 
tions, in effect since 1928, that a re- 
demption of all the stock of a particu- 
lar shareholder, so that he ceases to be 
interested in the affairs of the cor- 
poration, does not effect a taxable divi- 
dend.!* In Ira F. Searle Estate, supra,1* 
the Commissioner unsuccessfully at- 
tempted to escape the effect of his 
regulatory rule by resorting to the 
concept of constructive ownership 
through the stock of other members of 
his family who continued as stock- 
holders. The Commissioner continued 
his efforts in informal policy rulings 
and in a proposed Regulation in 1951,15 
which was criticized by many groups 
and authorities.16 

The Commissioner’s persistence was 
rewarded by the adoption of his theories 
in Sec. 302(c)(2) of the 1954 Code, 
which prevents a complete termination 
of a shareholder’s interest from receiv- 
ing automatic capital gain treatment by 
resorting to the fiction of constructive 
ownership. But Sec. 302(c)(2) pro- 
ceeds even further with the restriction 
of constructive ownership by placing a 
“10-year freeze” on the redeeming 
shareholder. Thus his complete termi- 
nation is ineffective to prevent dividend 
treatment if his wife or son or trustee 
or partner, etc., continues to own stock 
and if he reacquires an interest in the 
corporation within ten years after the 
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distribution. “Interest” is broadly de- 
fined to cover an interest as “officer, 
director, or employee”, but not a 
creditor. 

Thus, if the retiring shareholder, who 
is cursed with constructive ownership 
through a normal but forbidden natural 
relationship, desires to eliminate any 
dividend problem, he must plan on 
dying or keeping out of the business 
for at least ten years. 


Reacquisition not permitted 

The retiring shareholder cannot nine 
years later become a donee of any 
stock or even purchase some. (He may, 
however, receive stock by bequest or 
inheritance.) Obvious cases of hardship 
can and will undoubtedly arise. For 
instance, a father who sells his stock 
to the corporation in 1954 and termi- 
nates all interest, leaving his son in 
charge, cannot safely come back in 
1963 as a director in order to save the 
company from imminent bankruptcy. 
If he does, he may be faced with a 
considerable tax deficiency, plus nine 
years’ interest. (The period of limita- 
tions is held open under Sec. 302(c) (2) 
until one year after the taxpayer noti- 
fies the Secretary of the acquisition of 
the forbidden interest.) 

Escape from the disastrous effect of 
a reacquisition of interest within the 
ten-year freeze period could be found 
only by successful reliance upon the 
general test of Sec. 302(b)(1) or the 
disproportionate redemption rule of 
Sec. 302(b)(2). The former is, of 
course, uncertain, and the latter may 
be inapplicable because of the same 
constructive ownership which prevents 
the termination of interest rule from 
applying. 


Prior transfers hazardous 
Creating new and even greater haz- 
ards is the strange forbidden acquisi- 
tion rule of Sec. 302(c)(2)(B). We 
have previously discovered the rules of 
family ownership were waived if the 
terminating shareholder were able to 
stay out of the business for ten years. 
But if that shareholder has made or 


[Mr. Greene is a partner in the Mil- 
waukee law firm of Whyte, Hirsch- 
boeck & Minahan. He is chairman of 
the Milwaukee Bar Association Tax 
Committee; a Director and past chair- 
man of Wisconsin Bar Association Tax 
Section; and former special attorney, 
U. S. Treasury Department.] 


received a gift of stock of the cor- 
poration to or from his wife, for 
instance, within ten years prior to the 
distribution, then the stockholder is 
probably back in trouble again. The 
Senate Report gives two startling ex- 
amples of the application of Sec. 302 
(c) (2) (B): 

“.. For example, if an individual 
owning all of the stock of a corporation 
gave half of such stock to his wife in 
1955, and in 1960 effects a redemption 
of all of his wife’s shares (the interest 
of the wife in the corporation otherwise 
being terminated), subparagraph (A) 
would not be applicable. 

“ . . If any person owns (at the time 
of distribution) stock, the ownership 
of which is attributable to the distribu- 
tee under section 318(a), and such per- 
son acquired any stock in the corpora- 
tion directly or indirectly from the 
distributee within the 10-year period 
ending on the date of the distribution 
subparagraph (A) would not be ap- 
plicable. Thus, if, in the preceding 
example, the husband’s shares were re- 
deemed and the husband otherwise 
terminated his interest in the corpora- 
tion, subparagraph (A) would simi- 
larly not be applicable.”2? 

The foregoing rules, which may sweep 
many redemptions previously consid- 
ered as capital gain sales into the cate- 
gory of dividends, apply whether the 
acquisition is by gift or for considera- 


1 Ira F. Searle Estate (1950) 9 TCM 957. 

2 Prop. amend. to Reg. 111, Sec. 29.115-9, 
Fed. Register Oct. 10, 1951. 

3 Ada Murphy McFarlane (May 14, 1954), 
TC Memo. Op., 13 TCM 467 (CCH Dec. 20, 
338(M)); Commissioner v. Sullivan, et. al. 
(CA-5, Feb. 23, 1954) — Fed.2nd —, 54-1 
USTC par. 9257; Keefe v. Cote (CA-1, June 
18, 1954) — Fed.2nd —, 54-2 USTC par. 
9455; Stanley S. Sanger, 12 TCM 1355 (1953). 

4Greene on Stock Redemptions, Vol. 1, 
Marquette University Institute on Taxation 
1950-1, p. 144. 

5 Senate Report of Committee on Finance, 
Sec. 302. 

6 See cases cited in Article in footnote 4, 
supra, at pp. 153-4. 

7 See decisions cited in Stephen T. Dean, 
The New Section 115(g) Regulations, 11th 
N.Y.U. Institute on Federal Taxation, pp. 
587, 590. 

8 See numerous cases cited in footnote 23 
of Article in footnote 4, supra, p. 153. 

9 House Report of Committee on Ways and 
Means, 1954 Code, Sec. 302. 

10 Senate Report, supra. 

11 Art. 629, Reg. 74 (1928) and Art. 115-9 
of later Regulations. 

12 See footnote 2, supra. 

13 See footnote 11, supra. 

14 See footnote 1, supra. 

15 See footnote 2, supra. 

16 See for example Article by Stephen T. 
Dean, footnote 7, supra. 

17 See Senate Report, supra, pp. 236-7. 
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tion. Thus, a taxpayer who buys or 
sells or gives or is given stock to or 
from a member of his family within 
ten years before the distribution, pro- 
ceeds at his peril if stock is later sold 
to the company. While an escape pro- 
vision was inserted in the last sen- 
tence of Sec. 302(c)(2)(B) (in case 
the avoidance of Federal income tax 
was not one of the principal purposes 
of the acquisition or disposition), it is 
anticipated that these new provisions 
will greatly inhibit the sale of stock to 
closely held companies. 

The House Report lightly suggests 
that a bona fide business reason for the 
prior family gift may be helpful, and 
the Senate Report slyly observes that 
the mere fact that the transferee had 
a lower income tax bracket does not 
raise a presumption of tax avoidance 
as a principal purpose. It is feared that 
small comfort will be gained from 
these suggestions. 


Section 303 
REDEMPTIONS AFTER DEATH 


Sec. 115(g) (3) proved to be a disap- 
pointment to tax men. Three years of 
experience since its enactment as a 
remedial statute in 1950 (designed to 
eliminate the bugaboo of a disastrous 
dividend under Sec. 115(g)(1) where 
stock was redeemed by the executors 
to pay death taxes) demonstrated its 
useage was very limited and, in fact, 
the strict interpretation by the Com- 
missioner frequently compelled exe- 
cutors to act at their peril. 

Several of the defects of Sec. 115 
(g)(3) have been eliminated and 
plainly its application should be ex- 
panded and liberalized by Sec. 303 of 
the new Code.? One major flaw in the 
old section was the time limitation, 
‘which required the redemption to be 
within three years and ninety days 
after filing the return. Too frequently 
it was impossible to complete the 
transaction within that period because 
of a pending tax audit or even a court 
proceeding. An executor could not 
safely redeem if the death tax liability 
had not been finally determined, since 
any redemption price in excess of the 


1 Sydney C. Winton on Sec. 115(g) (3) — 
March 1953, Taxes, p. 204; Stephen T. Dean 
on the New Sec. 115(g) Regulations — 11th 
N.Y.U. Institute, p. 587. 

2 Report of Senate Committee on Finance, 
Rev. Code of 1954, Sec. 303. 

3 Stephen T. Dean on the New Sec. 115(g) 
Regulations, supra, at pp. 603-4. 
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death taxes might be treated as an 
ordinary dividend. So also, the Tax 
Court might reduce the value of the 
stock involved or determine other 
assets were includible in the gross 
estate (e.g., by reason of contemplation 
of death), so that the stock no longer 
represented the required 35% of the 
gross estate. 

This flaw in Sec. 115(g) (3), which 
forced executors to proceed at their 
peril (the partial liquidation distribu- 
tions of Reg. 118, Sec. 39.115(g)-1(c) 
represented an unsatisfactory solution) 
is solved by permitting the redemption 
to be made within sixty days after a 
Tax Court decision concerning the 
estate tax becomes final. The Commit- 
tee Reports emphasize that this means 
solely a bona fide contest in the 
Tax Court. 


Marital deduction snag. Sec. 303 also 
corrects an apparent Congressional in- 
advertance resulting from the 1951 
amendment to Sec. 115(g)(3). The 
prime condition for the application of 
the statute, as originally enacted, was 
that the value of all the stock owned 
by the decedent in the particular cor- 
poration which was redeeming should 
represent more than 50% of the value 
of his net estate. Congress evidently 
thought it was liberalizing the require- 
ment by substituting the 35% gross 
estate test, without realizing that the 
marital deduction frequently made the 
former percentage requirement easier 
to satisfy. 

The new Sec. 303 readily solves this 
problem by adopting both tests in the 
alternative, accepting compliance with 
either, and thereby extending the ap- 
plication of the statute. It is still es- 
sential, of course, to postpone redemp- 
tion until the valuations are finally de- 
termined, so that compliance with 
either can be safely assured. 


Retaining control of business 

A serious non-tax barrier to the use 
of Sec. 115(g) (3) was that a redemp- 
tion of voting stock to pay death taxes 
would frequently result in loss of con- 
trol of the corporation. It had been sug- 
gested that a recapitalization after de- 
cedent’s death with a subsequent re- 
demption of non-voting stock would 
solve the loss of control problems, but 
this presented serious technical ques- 
tions and substantial risks.2 The Sen- 
ate, however, added a new provision, 
Sec. 303(c), which permits the appli- 


cation of the Section if stock owned by 
the decedent is exchanged after his 
death in a tax-free reorganization for 
old stock that qualified.2 This will ap- 
parently allow the capital gain treat- 
ment to the redemption of new non- 


voting stock received for old stock in- | 


cluded in the gross estate, assuming 
the other requirements of Sec. 303 are 
satisfied. 


Other provisions 

Other salutory changes in Sec. 303, 
which will be greeted with enthusiasm, 
are provisions that: (1) include funeral 
and administration expenses as ad- 
ditional purposes for which stock may 
be redeemed, and (2) permit stock of 
two or more corporations to be re- 
deemed if more than 75% in value of 
the outstanding stock of each corpora- 
tion is included in the decedent’s gross 
estate. The first is a sensible extension 
of the statute beneficial to most estates, 
and the second permits qualification of 
many estates not previously covered, 
where the decedent was a principal 
stockholder in two or more corpora- 
tions, neither of which holdings alone 
satisfied the percentage requirement. 


While the new statute may not elimi- | 


nate all of the defects of Sec. 115(g) (3) 
and some of the questionable admin- 
istrative constructions in the Regula- 
tions (Sec. 39.115 (g)-1(c) ), noteworthy 
progress has been made in an im- 


portant field of tax and probate ad-/) 


ministration. 


SECTION 304 
REDEMPTION THROUGH USE oF 
RELATED CORPORATIONS 


ONE OF THE MAJOR loopholes of Sec. 
115(g) (2) has been closed by the new 
Sec. 304. In 1949 the Tax Court had 
held Sec. 115(g) not applicable to a 
case where trustees sold stock of a 
parent corporation to a wholly-owned 
subsidiary. Promptly a House Bill? 
was proposed to provide for dividend 
treatment not only where the stock of 
the issuing corporation is purchased 
by the subsidiary, but also where the 
purchase was by any corporation con- 
trolled by the same interests. The lat- 


1 Trustees of John Wanamaker (1949), 11 
T.C. 365, aff'd. (CA-3, 1949 178 F.(2d) 10). 

2 H.R. 8920, 81st Cong. 2d Sess. (1950), 
Sec. 207. 

3 Senate Report No. 2375, 81st Cong. 2d 
Sess. (1950). 

4 Report of Senate Committee on Finance, 
1954 Rev. Code, Sec. 304. 
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ter provision was eliminated by the 
Senate in 1950° and, hence, Sec. 115 
(g) (2) of the Code covered only re- 
demptions by subsidiaries. 

Sec. 304 accordingly expanded the 
principle of Sec. 115(g) (2) to also in- 
clude cases of “brother-sister corpora- 
tions.”* Sec. 304(c) (1) makes it clear 
for this purpose, as well as in cases of 
subsidiary qualification, that “control” 
means the ownership of stock possess- 
ing at least 50% of the total combined 
voting power of all classes of voting 
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stock or at least 50% of the total value 
of shares of all classes of stock. It is 
also noteworthy that the rules of Sec. 
318(a) (relating to constructive own- 
ership of stock) will be applied under 
Sec. 304(c)(2) for purposes of de- 
termining control. 

Plainly the concepts of Sec. 115(g) 
(2) have been greatly implemented and 
expanded, and a higher degree of cau- 
tion will be required by taxpayers to 
escape the costly impact of the new 
Sec. 304. 





Subpart B incorporates General Utilities 


rule on distribution of property 


Secrion 311, providing for the taxabil- 
ity to the corporation on distributions 
and the effect of distributions on earn- 
ings and profits of corporation, does not 
have a counterpart in the 1939 Code. 
It was made a part of the 1954 Code in 
order to incorporate in the statute a 
rule “derived from the Supreme Court’s 
decision in General Utilities and Op- 
erating Company vs. Helvering (296 
US 200)” which held that a cor- 
poration does not realize gain because 
of a distribution of its property in kind 
even though the value of such property 
at date of distribution may exceed its 
cost to the corporation. This is the 
general rule; however, there are two 
exceptions. 


Lifo. The fiirst exception provides that 
if a corporation uses the last in, first 
method of valuing its inventory 
it distributes any of its Liro as- 


out, 
and 


4 sets, then the corporation is taxed on 


the amount by which the inventory 
valued by any other recognized method 
(other than Liro) exceeds the inven- 
tory valued by the Liro method. Such 
difference is taxed as ordinary income. 


Creation of a liability. The second ex- 
ception to the general rule of Section 
311 provides that if a corporation 
makes a distribution of property sub- 
ject to a liability, or the shareholder 
assumes a liability of the corporation 
in connection with the distribution, and 
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the amount of such liability exceeds 
the adjusted basis of such property in 
the hands of the corporation, then the 
excess is treated as if it were gain on 
the sale of the property at the date of 
the distribution. If the shareholder does 
not assume the liability but instead 
takes the property subject to the lia- 
bility, then the gain to the distributing 
corporation is limited to the excess of 
the fair market value of the property 
over its adjusted basis. The gain is 
capital gain if the property distributed 
was a capital asset of the corporation. 


Section 312 has new rule 

Section 312 of the 1954 Code deals 
with the effect on earnings and profits 
of a corporation making a distribution 
with respect to its stock. The general 
rule is the same as that contained in 
the 1939 Code. That is, earnings and 
profits available for future distribu- 
tions are to be reduced by the amount 
of money, the principal amount of any 
obligations of the corporation dis- 
tributed and the adjusted basis of any 
other property distributed. 

A new rule has been included in the 
1954 Code under Section 312 to insure 
that generally the value of inventory 
assets will be treated as a taxable 
dividend. This is accomplished by pro- 
viding that if inventory assets are dis- 
tributed, and their fair market value 
exceeds their cost or adjusted basis, 
the excess increases the earnings and 


profits of the distributing corporation. 
In turn the earnings and profits are 
decreased by the fair market value of 
the inventory assets distributed; how- 
ever, such decrease cannot create a 
deficit. 

For the above purposes inventory 
assets are defined to mean: 

(1) Stock in trade of the corporation 
or other property of a kind which 
would properly be included in the in- 
ventory of the corporation if on hand 
at the close of the taxable year. 

(2) Property held by the corpora- 
tion for sale to customers in the ordi- 
nary course of its trade or business. 

(3) Unrealized receivables or fees 
for goods delivered or to be delivered 
on account of sales of noncapital assets 
or services rendered or to be rendered. 
Such receivables are to be included to 
the extent not previously taken into 
income. 

In general Section 312 incorporates 
under subsection (d) the provisions 
of Section 115(h) of the 1939 Code. 
Thus earnings and profits are not re- 
duced because of distributions of stock 
or securities or rights to either or both 
in the distributing corporation if no 
gain was recognized to the recipient 
of such stock or securities or rights 
thereto. Section 115(h) of prior law 
will determine the effect on earnings 
and profits of a distribution made be- 
fore the effective date of Section 312 of 
the 1954 Code. 

As in the past, that part of a partial 
liquidation or redemption chargeable 
to the capital account does not reduce 
earnings or profits. 

Except for technical changes Sections 
115(1) and (m) of the 1939 Code are 
included under Section 312 of the 1954 
Code. In addition, Section 312 incor- 
porates the rule of the Sansome case 
((CA-2) 60 Fed. (2d) 931) and pro- 
vides that in cases of a split-up, spin- 
off or split-off, where the resulting cor- 
porations continue actively in business, 
the stock of the controlled corporations 
having been distributed to the stock- 
holders of the original corporation, the 
earnings and profits of the original 
corporation and the resulting corpora- 
tion or corporations shall be allocated 
on the basis of regulations to be pre- 
scribed by the Commissioner of In- 
ternal Revenue. 


“Windfall profits’ 
With an eye upon the current in- 
vestigations of Federal Housing Ad- 
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ministration loans, the authors of the 
1954 code provided an entirely new 
provision in Section 312, whereby a 
distribution made by a corporation 
which has outstanding a loan guaran- 
teed or insured by the United States 
or one of its agencies, and the unad- 
justed basis of the property securing 
such loan is less than the amount of 
the loan, the earnings and profits of 
the corporation are increased by the 
excess of the loan over the basis of 
the property securing the loan. After 
the distribution, the earnings and 
profits are decreased by such excess. 


Sections 316 & 317 

Section 316 of the 1954 Code defines 
what constitutes a dividend in much 
the same language as does Section 115 


September, 1954 


(a) and (b) of the 1939 Code. 
Section 317 of the 1954 Code has no 
counterpart in the 1939 Code. This 
section defines property to mean money, 
securities and any other property, ex- 
cept stock in the distributing corpora- 
tion or rights to acquire such stock. 
This section also defines a redemp- 
tion of stock to mean stock redeemed 
if acquired from a stockholder in ex- 
change for property, whether or not 
the stock so acquired is cancelled, re- 
tired, or held as treasury stock. -o- 


[Mr. Hodges is a CPA, a graduate of 
Northwestern University, School of 
Commerce. Since 1944 he has been 
manager of the Tax Department of the 
National Cylinder Gas Company, 
Chicago.] 





New law codifies rules for recognition 
of gain or loss in liquidation 


Section 336 OF THE NEW CODE STATES 
the general rule, with respect to cor- 
porate liquidations, that no gain or loss 
shall be recognized to a corporation 
upon the distribution of its property in 
partial or complete liquidation of such 
corporation. An exception is made rela- 
tive to disposition of installment obli- 
gations, as provided in section 453(d). 

Although this section has no statu- 
tory equivalent under the 1939 Code, 
it reflects the rule as generally recog- 
nized and as expressed in section 
39.22(a)-20 of Reg. 118. 

The exception relating to realization 
. of gain on the disposition of installment 
obligations reflects the provisions con- 
tained in section 44(d) of the 1939 
Code and adds, as section 453(d) (4) 
(b), a further exception with respect 
to liquidations under new Code section 
337 to the effect that if the liquidating 
corporation would not have had a rec- 
ognized gain or loss if there had been 
a disposition of an installment obliga- 
tion on the date of distribution, no 
gain or loss is to be recognized to such 
corporation by reason of the distribu- 
tion of the installment obligation. 

The codification of the generally ac- 
cepted rule of non-recognition of gain 
or loss to a liquidating corporation 
upon the distribution of its property is 
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a- salutary addition to the revenue sta- 
tutes. Troublesome questions involving 
the disposition of installment obliga- 
tions still remain. 


Court Holding & Cumberland 
Section 337 is a statutary disposition 
of the problem involved in Commis- 
sioner v. Court Holding Company, 324 
U.S. 331 and U.S. v. Cumberland Pub- 
lic Service Co., 338 U.S. 451. The ques- 
tion in those cases was whether a cor- 
porate tax should be imposed as a 
result of gain realized on the sale of 
property owned by a liquidating cor- 
poration. The cases turn on whether 
the sale was in fact made by the cor- 
poration or by the shareholders. Tak- 
ing the view that the incidence of the 
tax depended too much on the form of 
the transaction under these Supreme 
Court decisions, Congress in this sec- 
tion provides that there will be no 
corporate tax upon a sale or exchange 
of property by the corporation if 
within the twelve month period follow- 
ing the date (after June 22, 1954) of 
the adoption of a plan of complete 
liquidation, all of the assets, less assets 
retained to meet claims, are distributed 
in complete liquidation. The sale of the 
property by the corporation must also 
occur in such twelve month period 


following the adoption of the plan. 


Inventory not included 
The term “property” as used in sec- 
tion 337(a) does not include stock in 





trade, inventory or property held by | 
the corporation primarily for sale to | 


customers in the ordinary course of 
trade or business; nor does it include 
installment obligations acquired in 
sales of such excepted inventory, etc., 
regardless of the time of sale; nor in- 
stallment obligations for sales of any 
property prior to the date of adoption 
of the plan. 

An exception to the inventory ex- 
ception is provided. If there is a bulk 
sale or exchange of inventory to one 
person in one transaction, then the 
non-recognition provisions of section 
337(a) apply to such inventory and to 
installment obligations acquired with 
respect to such bulk sale or exchange. 

Specific limitations on the applica- 
bility of the non-recognition provisions 
are contained in subsection 337(c), as 
follows: 

(1) The section does not apply to 


ee 


any sale or exchange made by a col- ’ 


lapsible corporation as defined in sec- 
tion 341(b). 

(2) It does not apply to liquidations 
under section 333 (corresponding to 
section 112(b) (7) of the 1939 Code). 

(3) It does not apply to liquidations 
of subsidiary corporations if the basis 
of the distributed property in the hands 
of the parent is the same as it was in 
the hands of the subsidiary, pursuant to 
section 334(b)(1). This describes a 
typical 1939 Code section 112(b) (6) 
liquidation with the basis to the par- 
ent being prescribed as in section 
113 (a) (15). 

(4) If the parent’s basis for prop- 
erty distributed in the complete liqui- 
dation of a subsidiary is, by reason of 
the applicability of section 334(b) (2) 
the adjusted basis to the parent of the 


7” 


stock in the liquidated subsidiary, the - 


nonrecognition provisions of section 
337 extend only to such part of the 
gain on the sale of assets as does not 
exceed the amount by which the .._- 
ent’s basis of the stock in the sub- 


sidiary allocable to the assets sold is ' 


greater than the subsidiary’s basis in 
such assets. The Senate committee 


report gives the following example to | 
illustrate this limitation: “In 1955, cor- | 


poration X purchases all of the stock 
of corporation Y for $10,000. The sole 
asset of corporation Y is a building 
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having a basis to corporation Y of 
$6,000. In 1956, corporation X causes 
the liquidation of corporation Y in a 
transaction in which section 332(a) 
applies. During the course of the liqui- 
dation the building is sold for $11,000. 
Of the aggregate gain of $5,000 realized 
in connection with the sale, section 337 
applies to permit nonrecognition of 
$4,000 of such gain.” 


Objection to 100% liquidation 

The Section of Taxation of the 
American Bar Association criticized 
section 33 of H.R. 8300, the counterpart 
of section 337 of the Senate bill, on the 
ground that the requirement of 100% 
liquidation within a year could result 
in a forced sale of some assets. It sug- 
gested limiting the enforced distribu- 
tion to the proceeds of sale of the 
assets with respect to which nonrecog- 
nition of gain is sought, or extensions 
of time for completion of the liquida- 
tion to be granted by the Secretary in 
meritorious cases. The Senate bill 
modifies the House bill to some degree 
in this regard by allowing assets to be 
retained to meet claims. This does not 
appear fully to meet the objection 
noted by the Section of Taxation. 

The Section of Taxation also objected 
to exclusion of most inventory sales 
from the nonrecognition provisions. 
The Senate bill seems to meet this 
objection fairly by extending nonrecog- 
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nition to bulk sales of inventory. 

All in all the section seems to be 
well conceived and drafted. It remains 
to be seen whether the rather compli- 
cated limitations on its applicability 
will be feasible, but at first impression 
these limitations appear reasonable in 
their scope and purpose. 


Section 338 is cross-reference 
Section 338 is a cross reference to 
section 312(e) which provides a special 
rule relating to the effect on earnings 
and profits of certain distributions in 
partial liquidation. In general, section 
312(e) provides that the portion of a 
distribution in a partial liquidation 
which is chargeable to capital. account 
shall not be treated as a distribution of 
earnings and profits. Since this involves 
several other new Code sections and 
the entire problem of earnings and 
profits, it is not here dealt with fur- 
ther in relation to section 338. -0- 


[Mr. Kinderman is a member of the 
Illinois bar and is associated with the 
Chicago law firm of Sidley, Austin, 
Burgess & Smith. For seven years prior 
to this he was engaged in trial of fed- 
eral tax cases as a member of the field 
staff of the Appeals Division of the 
Chief Counsel’s Office of the Bureau. 
Prior to that he was engaged in the 
general practice of law in Chicago, 
specializing in trial practice.] 





New Code makes it pretty difficult 


to use collapsible corporation 


WHEN CONGRESS ENACTED the Internal 
Revenue Code of 1954, it retained all of 
the teeth of the old collapsible corpora- 
tion provisions and found a few new 
ones to add. 

The definition of a collapsible cor- 
poration has been broadened to include 
in the type of assets which make it 
collapsible (now defined as Section 341 
assets) unrealized receivables or fees 
and Section 1231 (117i) of the old 
Code) assets if such receivables or Sec- 
tion 1231 assets were held for a period 
of less than three years from the date 
of completion of their manufacture, 
construction, production or purchase. 
However, Section 1231 assets which 
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have been used in connection with the 
manufacture, construction, production 
or sale of Section 341 assets are 
excluded. 

For years ending prior to 1950, the 
Commissioner was unable successfully 
to attack the collapsible corporation in 
the Courts. However, in 1950 the Com- 
missioner prevailed upon Congress to 
enact into law the first provisions for 
closing this loophole. 

Section 117(m) was added to the 
1939 Code by the Revenue Act of 1950. 
This section provided that the gain 
from the sale or exchange (whether in 
liquidation or otherwise) of the stock 
of a collapsible corporation would be 
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How a COoLLApsIsBLE CORPORATION 
Works (oR, AT LEAST used TO Work) 


THE COLLAPSIBLE CORPORATION idea orig- 
inated some years ago in the film in- 
dustry. It was a tax-avoidance device 
which was effectively used by indi- 
viduals, in certain instances, to con- 
vert ordinary income into a long-term 
capital gain. 

Here is a typical example of how it 
worked. A film star, director and pro- 
ducer would organize a corporation for 
the production of a motion picture. 
After the picture was produced and ar- 
rangements were made for the distri- 
bution of the picture, the corporation 
would liquidate. The shareholders 
would receive an undivided interest in 
the contracts for the distribution of the 
film and report the excess of the value 
of the film contracts over the cost of 
their stock as a long-term capital gain. 
The value of the contracts was amor- 
tized over the estimated life of the film. 
The difference between the distribution 
proceeds and the amortization deduc- 
tion was reported as ordinary gain 
or loss. 

The construction industry, also, was 
able to use the same pattern in con- 
verting the profit on the construction 
of a building into a long-term capital 
gain. -0o- 





taxed as ordinary income. In general, 
it defined a collapsible corporation as a 
corporation that was formed or availed 
of principally for the manufacture, 
production or construction of property 
with a view to the sale or exchange of 
the stock by the stockholders or a dis- 
tribution to its stockholders prior to 
the realization by the corporation of a 
substantial part of the net income to be 
derived by such property. This section 
only applied to stockholders who owned 
directly or indirectly more than 10% 
of the stock in the corporation. Also, 
it did not apply to the gain recognized 
unless more than 70% of the gain was 
attributable to the property so manu- 
factured, constructed or produced. 

In 1951 our Congressmen became 
aware that the collapsible corporation 
device was being used to convert into 
capital gains the profits on inventory 
and stock in trade. The procedure used 
was to transfer a commodity to a new 
or dormant corporation, the stock of 
which was then sold to a prospective 
purchaser of the commodity. The cor- 
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poration was then liquidated. In this 
manner the accretion of the value of the 
commodity, which in most of the actual 
cases had been whiskey, was converted 
into a capital gain realized by the sale 
of the stock of the corporation. 

In order to close this loophole, Sec- 
tion 117(m) of the 1939 Code was ex- 
tended by the Revenue Act of 1951 to 
include corporations formed or availed 
of principally for the purchase of prop- 
erty which is inventory or stock in 
trade in the hands of the corporation. 


New presumptions applied 

Another new so-called loophole 
tightening provision which approaches 
the borderline of double talk is the 
presumption test. A corporation is pre- 
sumed to be a collapsible corporation 
if the fair market value of its Section 
341 assets is 50% or more of the fair 
market value of the total assets and 
120% or more of the adjusted basis of 
such Section 341 assets. However, if a 
corporation does not meet either of the 
conditions described, it shall not be 
presumed to not be a collapsible cor- 
poration. 

The final major new tooth of this 
section is the provision that the col- 
lapsible corporation rules will apply 
only to shareholders owning directly or 
indirectly more than 5% in value of 
the outstanding stock of the corpora- 
tion. Under Section 117(m) of the 1939 
Code the limit is 10% in value of the 
outstanding stock. 

The new provisions added by the 
1954 Code are effective with respect to 
sales, exchanges and distributions on 
or after June 22, 1954. 


Liquidation of certain foreign 
personal holding companies 

_ Section 342, which relates to the 
liquidation of certain foreign personal 
holding companies, corresponds in part 
to the last sentence of Section 115(c) 
of the 1939 Code. 

Subsection (a) provides a general 
rule for taxing the gain on distribu- 
tions in liquidation as short-term capi- 
tal gains. Subsection (b) provides that 
subsection (a) shall not apply to liqui- 
dations if the first distribution is made 
on or after June 22, 1954, and the final 
distribution is made before January 
1, 1956. -0- 


[Mr. Graves is a certified public ac- 
countant and a partner in the account- 
ing firm of Murphey and Nash and 
Jones, Decatur, Illinois.] 
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Section 355 simplifies division of a 


corporation where tax saving is not motive 


ALTHOUGH MOST REORGANIZATIONS are 
of the type where two or more existing 
business enterprises are combined into 
one corporate structure, taxpayers have 
frequently wished to divide an existing 
corporation into separate business 
entities. Several motives for such di- 
visive reorganizations are apparent, 
ie., for legitimate business purposes 
entirely apart from tax considerations 
such as compliance with anti-trust 
laws, to promote the internal efficiency 
of each operation, to allow key em- 
ployees to acquire an interest in the 
particular operation in which such em- 
ployees are engaged and to divide op- 
erations among various stockholder 
factions. In addition, there are numer- 
ous tax saving motives for such sep- 
arations. 


Tax-free treatment continued — Sec- 
tion 355 of the 1954 Code provides for 
the continued tax-free treatment of all 
three types (see box) of transactions. 
Existing law is modified to allow the 
taxpayer more latitude in some re- 
spects, but new restrictions are also 
imposed. 

Section 355 deals only with the effect 
on the shareholders of a distributing 
corporation, where stock or securities 
of controlled corporations are dis- 
tributed. “Control” for such purposes 
is defined by Section 368(c) as the 
ownership of stock possessing at least 
80% of the total combined voting power 
of all classes of stock entitled to vote, 
and at least 80% of the total number 
of shares of all other classes of stock. 
This section permits the tax-free dis- 
tribution of stock constituting control, 
and of securities, of a corporation con- 
trolled immediately before the distri- 
bution by the distributing corporation. 
Provisions relating to the recognition 
of gain or loss of the corporations in- 
volved, where one or more new cor- 
porations are created as an incident to 
such distribution, are found in other 
sections. 

Under the 1939 Code, it was essential 
that the distribution of stock to a 
shareholder be in pursuance of a plan 
of reorganization and that both the 
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distributing corporation and the con- 
trolled corporation be parties to the 
reorganization. If the parent corpora- 
tion A already owned the stock of sub- 
sidiary corporation B, it could not 
simply distribute the B stock to its 
shareholders tax-free, because there 
would be no reorganization within the 
meaning of section 112(g) (1). In such 
a situation, it was necessary to create 
a new corporation C, to which the 
stock of B could be transferred, and 
then to distribute the C stock to the 
A shareholders. In this way the A 
shareholders would be given stock 
ownership of B through their owner- 
ship of corporation C. Section 355(a) 
(2)(C) makes it clear that the crea- 
tion of a holding company need not be 
resorted to, whether the company 
whose stock is to be distributed is 
newly organized or already in existence. 


Now preferred as well as common may 
be distributed tax free — Another lib- 
eral feature of the new law is that 
preferred stock or securities as well as 
common stock may be distributed tax- 
free in certain instances. Old section 
112(b) (11), relating to spin-offs, ex- 
pressly limited the distribution to com- 
mon stock. It should be noted, how- 
ever, that any preferred stock dis- 
tributed under section 355 will be 
treated as section 306 stock, unless it is 
received in exchange for preferred 
stock of the distributing corporation 
which was not itself section 306 stock. 
Furthermore, the excess principal 
amount of securities received over sec- 
curities surrendered will be treated as 
boot under section 356. 

A third provision of the new law 
which results in greater flexibility is 
found in section 355(a) (2) (A), per- 
mitting a non pro-rata distribution of 
stock or securities. This provision will 
permit the separation of a corporation 
conducting two business operations 
into two separate corporations, with 
one group of old stockholders in con- 
trol of one new corporation and a 
different group in control of the other. 

Section 355 may also be of limited 
application to effect the liquidation of 
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a holding company. If a corporation, 
whose only asset is a controlling stock 
interest in another corporation, dis- 
tributed such stock in exchange for its 
own stock, the requirements of the 
section would be satisfied. 


‘Active conduct of business’ 

Although section 355 permits greater 
flexibility in dividing business opera- 
tions, it also imposes certain restrictions 
not found in the old law. Chief among 
these are the requirements as to the 
active conduct of a trade or business. 
Sections 112(b)(3), 112(b)(4), and 
112(g) (1) (D) of the 1939 Code, which 
provided statutory authority for split- 
ups and split-offs, did not expressly 
require that the corporations involved 
be engaged in the active conduct of a 
trade or business, although section 112 
(b) (11), relating to spin-offs, did con- 
tain such a requirement. Under the 
new law, both the controlled and the 
distributing corporations must be 
engaged in the active conduct of a 
trade or business immediately after the 
distribution. If the distributing cor- 
poration was merely a holding company 
before the distribution, then only the 
controlled corporation is subject to 
this requirement, and it will qualify 
even though it is merely a holding 
company, so long as it owns control of 
an operating company. 

The law does not define the phrase 
“active conduct of a trade or busi- 
ness”, but the concept is, of course, 
well established in relation to ex- 
penses. In the past, separate corpora- 
tions have frequently been used to hold 
title to the real estate on which a 
business is conducted, and it will be 
interesting to see whether the forth- 
coming regulations hold that the rental 
of real estate is a trade or business for 
purposes of this section. 


The five-year requirement 

Section 355(b) (2) also requires that 
the trade or business must have been 
actively conducted for a five year 
period preceding the distribution, and 
that the business must not have been 
acquired by purchase during such 
period. However, if the distributing 
corporation has owned some of the 
stock of the controlled corporation for 
more than five years, and during such 
period has purchased additional stock 
sufficient to meet the control test, it 
may distribute all of the stock of the 
controlled corporation, and only that 
portion purchased during the five year 


period preceding the distribution will 
be subject to tax. This results from the 
language of the last part of subpara- 
graph 355(a)(3), which treats stock 
acquired during the five years preced- 
ing the distribution as boot, but re- 
quires that such stock be considered 
in determining whether or not the 
control test is satisfied. 

This requirement of five years of op- 
eration is entirely new and will no 
doubt prevent many distributions 
which would have been made under 
the 1939 Code. In addition, it raises 
serious questions of interpretation. 
Consider the situation where the con- 
trolled corporation is created, just prior 
to the distribution, by the transfer to 
it of assets of the distributing corpora- 
tion. The statute contemplates that 
such assets must have constituted a 
going business for five years prior to 
the distribution. The question at once 
arises whether such assets must have 
been those of a distinct and separate 
business, or whether it is permissible 
that they were used in conmmon with 
other assets not transferred to the con- 
trolled corporation. Because business 
operations always change to some de- 
gree from time to time, it may be dif- 
ficult in many cases for the taxpayer 
to determine at just what point a par- 
ticular trade or business commenced, 
and whether or not it was acquired in 
a transaction in which gain or loss was 
recognized. It seems that the five year 
rule unnecessarily restricts distribu- 
tions and creates problems of inter- 
pretation entirely out of proportion to 
any need to protect the revenue. 


Boot provisions retained 

The boot provisions of old section 
112(c) have been retained in section 
356, and specifically made applicable to 
section 355 transactions, providing in 
general that the receipt of property not 
allowed to be received tax free shall be 
taxed to the extent of its fair market 
value. Section 356 is discussed else- 
where, but it should be noted here 
that the treatment of boot received in 
a section 355 transaction may depend 
on whether or not the recipient has 
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THREE KInps OF DIVISIONS 


DIVISIVE REORGANIZATIONS in which 
stock is distributed to the share- 
holders of the original corporation 
have included the following general 
patterns: 

1. Corporation A transfers all of 
its assets to new corporations B and 
C, and distributes the stock of B and 
C to its stockholders in exchange 
for all of its own stock (split-up). 

2. Corporation A transfers part 
of its assets to new corporation B, 
and distributes the stock of B to its 
shareholders in exchange for a part 
of its own stock (split-off). 

3. Corporation A transfers part 
of its assets to new corporation B, 
and distributes the stock of B to its 
shareholders without the surrender 
of any of its own stock (spin-off). 











surrendered any stock or securities of 
the distributing corporation. 


Some tax-saving possibilities 

By applying the provisions of section 
306 to preferred stock distributed in a 
Section 355 transaction, the greatest 
possibility of tax avoidance in this type 
of distribution has been eliminated. 
Other tax savings schemes involving 
distribution under this section will no 
doubt appear. One possibility which has 
been suggested is that it be used to put 
the shareholders in a position to sell 
a portion of the corporate business at 
capital gains rates and without the 
imposition of a corporate tax. Whether 
there are tax avoidance possibilities 
remains to be seen, but in the mean- 
time, the new provisions should 
simplify the division of existing busi- 
nesses where tax saving is not a 
principal objective -0- 


[Mr. Sly is an associate of the Decatur 
law firm of LeForgee, Samuels & 
Miller. He is a graduate of the Uni- 
versity of Illinois College of Law, and 
prior to joining his present firm con- 
ducted a tax practice in Chicago.] 





Coming next month... 





THE REMAINING THREE articles in this symposium on corporate reorganiza- 
tions and distributions provisions of the new tax law will appear here 
next month. Included will be analyses by Roland K. Smith, who will 
discuss Sections 301,5,6 and 7; Paul L. Freter, who deals with Sections 
354,6,7,8; and David Altman, who covers Sections 361,2,3—367,6—371,2,3. 




















TAX CONSEQUENCES OF 


Corporate organization 


and distributions 


EDITED BY JACKSON L. BOUGHNER, LI.B., CPA 


Two recent Sec. 112 (b) (5) decisions 


will be valid under new law 


Tue 1954 copr, as finally enacted, does 
not contain the sweeping changes in 
the provisions relating to corporations 
that appeared in the House version. 
For this reason, a majority of the de- 
cisions being handed down under the 
1939 Code will be applicable under the 
1954 Code. For example, most corpora- 
tions in the past have been organized 
in the type of tax-free exchange cov- 
ered by Section 112(b) (5) of the 1939 
Code. This section has been re-enacted, 
with one change, as Section 351 of the 
1954 Code. The change is the elimina- 
tion of the so-called “proportionate in- 
terest” test. Under the new Code, if a 
corporation is organized by the trans- 
fer of property in exchange for stock, 
and the stock is not issued in propor- 
tion to the value of the property trans- 
ferred, the tax-free status of the 
transaction is not destroyed. Instead, 
the excess is treated as a gift or com- 
pensation to the stockholders re- 
ceiving it. 


What are “securities” in a tax-free re- 
organization? Two decisions handed 
down during the past month under 
Section 112(b)(5) would be equally 
applicable under Section 351. In Camp 
Wolters Enterprises, Inc., 22 TC No. 94, 
a group of citizens of Mineral Wells, 
Texas, acquired certain land and build- 
ings that had been used during the 
war by the Army as an induction cen- 
ter. Private individuals owned the land 
from whom the City of Mineral Wells 
had leased it and, in turn, re-leased it 
to the Government which erected 
buildings. These citizens acquired the 
underlying fee title and then purchased 
the buildings from the Army 

A corporation was formed and the 
land and contract to purchase the 
buildings were assigned to it. The stock- 


holders received stock of a total par 
value of $14,240.00 and notes in the 
total face amount of $411,080.20. They 
paid in a total of $356,000, which, with 
certain amounts borrowed from a bank, 
was used to acquire the land and 
buildings. 

The government took the position 
that this was the organization of a cor- 
poration under Section 112(b) (5) and 
that the basis of the land and buildings 
acquired was the amount of cash paid 
by the stockholders. The corporation 
claimed, on the other hand, that the 
notes in the amount of $411,080.20 
given to the stockhoolders should be 
included in the basis. The answer to 
this question turned on whether these 
notes were securities within the mean- 
ing of this section. If they were securi- 
ties, then the organization of the cor- 
poration was tax-free under the sta- 
tute. If they were not securities, the 
organization of the corporation was not 
tax-free, and the corporation was en- 
titled to include in its basis the face 
amount of the notes. 

The court, after reviewing the perti- 
nent cases, held that these notes would 
classify as securities and their face 
value could not be included in basis. 
It was a very close case, but the rea- 
soning is also applicable under the 
1954 Code. 


80% rule applies under new law. 
Another provision of the 1939 Code 
which is carried forward into the 1954 
Code is that requiring 80% control 
“immediately after” the exchange. This 
provision has given rise to quite a bit 
of litigation. If certain persons transfer 
properties to a new corporation in re- 
turn for all of its stock, and there is an 
agreement to sell over 20% of the 
stock to a third party, it has been gen- 
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erally held that the organization of the 
corporation will not be considered tax- 
free. However, where the sale of a 
large block of stock is a separate trans- 
action, arising after the incorporation, 
the terms of the statute will be held to 
have been complied with. In W. M. 
Smith Electric Company, Docket No. 
43399, TCM Op. July 7, 1954, two men 
borrowed $15,000 from a bank to make 
a downpayment on the purchase of a 
business. They incorporated the busi- 
ness, and within approximately two 
months thereafter, sold $18,000 of the 
stock to third parties to pay off the 
loan. They reported no gain or loss 
arising out of the formation of the cor- 
poration. The Commissioner took the 
position that it had been definitely 
planned to sell $18,000 of the stock 
when the corporation was formed, and 
that, therefore, the 80% control re- 
quirement was not met. The Tax Court 
pointed out that there was no binding 
contract at the time of the incorpora- 
tion calling for the sale of this stock. 
The Court held that the sale of the 
stock was not an integral part of the 
plan, and treated the organization of 
the corporation as tax-free. This 80% 
control provision has been retained in 
the 1954 Code and the rule of this case 
would be equally applicable to a cor- 
porate organization under the new 
Code. 

Under the 1939 Code, if a corpora- 
tion purchases 30% of the stock of 
another corporation, and then ex- 
changes its own voting stock for all of 
the assets of that corporation, the 
transaction is not tax-free. Under the 
new Code, it is possible for a corpora- 
tion first to buy stock of another cor- 
poration and then acquire its assets 
by exchanging its own voting stock for 
them and have the transaction treated 
as a tax-free reorganization. This is 
the only substantial change in that 
portion of the law dealing with the 
acquisition by one corporation of the 
properties of another through the is- 


suance of its own voting stock. -O- 


Dividends of corporation 

with impaired capital 

TALK DURING THE DEVELOPMENT of the 
new Revenue Code was all to the effect 
that the way to ease double taxation of 
corporate dividends is to allow the 
stockholders a credit against the divi- 
dend received. Originally, dividends 
were completely non-taxable in the 
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hands of the stockholders. Later they 
were made completely taxable, and 
then, in order to stimulate the payment 
of dividends, corporations which did 
not distribute all of their income were 
penalized. This undistributed profits 
tax, which was enacted in 1936, was 
finally repealed, but there are still 
cases arising under it. Some feel that 
the correct approach to this problem is 
to permit corporations to deduct divi- 
dends paid. If such a law is ever en- 
acted, cases decided under this old tax- 
ing act may be of importance. In any 
event, most of these cases are still 
helpful, since they deal with the ques- 
tion whether a particular payment is a 
taxable dividend or is a payment out 
of capital. In the case of Hamilton 
Manufacturing Company v. The United 
States of America, decided by the 
Court of Appeals for the Seventh Cir- 
cuit on July 16, 1954, it was held that 
a payment of a dividend by a cor- 
poration that had a deficit was taxable 
only to the extent that the profits of 
the corporation exceeded the deficit. 
The lower court had held that the 
corporation was required to apply a 
capital surplus in reduction of the 
deficit, but the Court of Appeals held 
that under Wisconsin law dividends 
cannot be paid out of such a surplus, 
except in a case of enhancement in 
value. We wi!l not discuss the case in 
detail because it involves a section of a 
law that has been repealed. However, 
it is well worth reading if you have 
any question involving the taxability 
of dividends of a corporation whose 
capital structure is impaired. -0- 


You can’t write-up your 


basis on tax-free exchange 

A SUBSIDIARY CORPORATION TRANSFERRED 
properties to another subsidiary of the 
same parent in return for debentures 
of the transferee subsidiary (Montana 
Power Company v. U.S., decided by 
the United States District Court for the 
District of New Jersey on May 17, 
1954, which opinion was just recently 
released). The transferee was required 
to take up these assets at the trans- 
feror’s adjusted basis, some $3 million 
less than the amount of the debentures 
issued. The transferee claimed the right 
to amortize this $3,000,000 difference 
over the life of the debentures issued. 
The transfer of the property was a 
tax-free transfer requiring the trans- 
feree to use the transferor’s basis. 


The court held that the transferee cor- 
poration was not entitled to amortize 
this discount over the life of the bonds. 
It would amount, in effect, to getting a 
stepped-up basis tax-free. -0- 


Courts in double reverse 


on sale of treasury stock 
WHETHER THE SALE OF TREASURY STOCK 
at a profit to employees produces a 
taxable gain was considered by both 
the Tax Court and the Court of Claims 
last month with divergent results. 
The new Code has eliminated this 
problem for the future by providing in 
section 1032 that no gain or loss shall 
be recognized when a corporation sells 
its treasury stock. In a series of deci- 
sions extending over quite a period of 
time the Tax Court took the position 
that the sale of treasury stock under 
such circumstances was not a taxable 
transaction. It was almost uniformly 
overruled by the Circuit Courts. Fi- 
nally, in Burrus Mills, Inc., 22 TC No. 
107, the Tax Court decided to follow the 
rule laid down by the Circuit Courts. 
It held the corporation involved to be 
taxable on the gain on the sale of its 
treasury stock to certain employees. 

The day before the Tax Court de- 
cision was handed down, the Court of 
Claims, in the case of Anderson Clay- 
ton Co. v. U. S. considered the conflict- 
ing views of the Circuit Court and of 
the Tax Court and decided to adopt the 
Tax Court’s position. Certain treasury 
stock which had been purchased in 
1939 was sold to junior officials in 1944. 
The Court of Claims held that there 
was no tax to the corporation on the 
gain resulting from the sale. 

This is a problem that can be com- 
pletely eliminated by the simple ex- 
pedient of cancelling the treasury stock 
and issuing new stock to the employees. 
The cost and bother of going through 
these transactions never equals the tax 
paid on the gain or the legal expenses 
incurred in handling a case of this type 
through the courts. It would seem that 
by now it should be axiomatic never to 
sell treasury stock to employees at a 
profit. -0- 


Form of transaction creates 


needless tax liability 

A SERIES OF TRANSACTIONS took place in 
Ernest F. Becher (22 TC No. 112) 
which the court held to constitute a 
corporate reorganization under the 
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1939 Code. It appears that these trans- 
actions would also constitute a reor- 
ganization under the 1954 Code and 
that the same tax consequences would 
ensue. In that case, a corporation found 
its main business almost completely 
wiped out when World War II termi- 
nated. The president and owner of a 
substantial majority of stock decided 
it would be best to go into a new 
business. Accordingly, almost all of the 
assets, except those necessary to liqui- 
date the liabilities of the corporation, 
were transferred to a new corporation 
and at the same time, a $500 per share 
dividend was paid to the stockholders 
out of cash not needed in the new 
enterprise. The court held the transac- 
tion to be a reorganization rather than 
a liquidation, and that the cash paid 
was a taxable dividend. 


This is an example of a situation 
which, had it been handled in another 
way, could probably have produced 
the results the stockholders desired. 
The formation of a new corporation 
and liquidation of the old with pay- 
ment of a cash dividend by the old at 
the same time has always been fraught 
with danger. Had the taxpayer here 
formed the new corporation first and 
then, after waiting a reasonable time, 
made a complete dissolution of the old 
corporation by distributing the cash 
and stock of the new corporation, it is 
quite possible that a complete corporate 
liquidation would have been held to 
have occurred. -0- 


1954. Code liberalizes rules 


on tax-free reorganization 


THE 1939 copE sEcTIONS applicable to 
the acquisition of corporate properties 
through the issuance of voting stock 
(Sections 112(b)(4) and 112(g) (1) 
(c)) made the exchange by one cor- 
poration of properties solely for stock 
of another corporation tax-free. The 
provisions of Section 112(b)(4) are 
now found in Section 361 of the 1954 
Code. A recent decision under Section 
112(b) (4) of the old Code has equal 
application under Section 361 of the 
new one. That decision is B. F. Smith 
Company, Docket No. 32973, TCM Op. 
June 30, 1954. There A corporation 
transferred all of its assets to B cor- 
poration in exchange for the stock of 
B corporation. The court held that the 
transaction was tax-free under Section 
112(b) (4) as being a reorganization 
under the provisions of Section 112(g) 
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(1) (c). The reorganization provisions 
of Section 112(g) of the 1939 Code are 
found in Section 368 of the 1954 Code. 
As a general rule, it may be said that 
Congress has liberalized these rules by 
eliminating certain court-made re- 
quirements which arose out of decisions 
under the 1939 Code. -0- 


Ordinary loss from stock on 
sale but don’t rely on it 


TAXPAYERS CONSIDER CAPITAL STOCK of a 
corporation to be a capital asset, gen- 
erally speaking. It is a rare situation 
in which it is held to be other than a 
capital asset, the most common situa- 
tion being stock held by a dealer for 
sale. In Edwards v. Hogg, decided by 
the U. S. Court of Appeals for the 
Fifth Circuit on July 7, 1954, a part- 
nership engaged in the wholesale 
liquor business purchased 600 shares 
of stock of the American Distilling 
Company, which was one of its princi- 
pal suppliers, in order to receive the 
privilege of purchasing 19/20 of a 
barrel of whiskey for each share of 
stock. As a result of this purchase, a 
quantity of whiskey was obtained for a 
total of $24,000 less than the market 
price. After the partnership had ob- 
tained the whiskey it sold the stock at 
a loss of approximately $23,000. 

The court held that the loss on the 
sale of the stock was an ordinary loss. 
As a gerieral rule, it would not be ad- 
visable to rely on this and related cases. 
This is to a certain extent court-made 
law which is always subject to re- 


versal by a higher court. -0- 


Decisions raise question on 
interpretation of Kimbell- 


Diamond 

.TwoO CASES INVOLVING the proper tax 
basis to use for property acquired in a 
reorganization were decided during 
the past month. The problem raised in 
one of them has now been set at rest 
by Section 334(b) (2) of the 1954 Code. 
Section 112(b)(6) of the 1939 Code 
provides that on the liquidation of a 
wholly-owned subsidiary, the parent 
corporation is required to use the basis 
of the property so obtained in the 
hands of the subsidiary. In spite of 
this provision in the law, the courts 
have held that where a corporation 
buys stock of another corporation in 
order to get its assets, and then dis- 
solves it, it is entitled to use the cost 
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of the stock as the basis for these 
assets. This rule was first laid down 
in the case of Kimbell-Diamond Mill- 
ing Company, (CA-5, 1951) 187 F(2d) 
718. Section 334(b)(2) of the new 
Code incorporates this court-made law 
into the statutory law. 

The Court of Appeals for the Fifth 
Circuit in Kanawha Gas and Utilities 
Company v. Commissioner, decided 
July 21, 1954, applied the rule of 
Kimbell-Diamond to a situation where 
a public utility had acquired the stock 
of eight corporations solely in order to 
obtain the physical properties of those 
corporations. Seven of the corporations 
were dissolved within a year of the 
original acquisition, the eighth approxi- 
mately nine years later. 

Under Section 334(b) (2)(B) of the 
1954 Code, the stock must have been 


acquired within one year prior to the 
complete liquidation of the subsidiary 
to come under the statute. It will be 
interesting to find out whether the 
courts will look upon this new pro- 
vision as completely controlling in this 
situation. Assume that a corporation 
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acquires stock of another company in | 


order to obtain its assets, but dissolves 
it more than one year after the 
acquisition. Will the courts apply the 
general rule of the Kimbell-Diamond 
Milling Company case and hold the 
corporation entitled to use the cost of 
the stock as its basis for the assets 
acquired? Or will they say that the 
statutory provision is exclusive and 
since liquidation did not take place 
within one year, the parent company 
must use the basis of such assets in the 


hands of the subsidiary? -0- 





3 new cases involving 


corporate & personal 


ONE OF THE STRONGEST ARGUMENTS for 
forming a corporation is that the stock- 
holders thereby divorce their business 
risks from their personal affairs. Losses 
by the corporation cannot be charged 
against the individual fortunes of the 
stockholders. But it doesn’t always 
work. During the past month four tax 
cases were decided in each of which 
the stockholders were required to go 
to the rescue of a failing corporation. 
These cases point up the pitfalls in 
this type of situation. 


Personal deduction for taxes paid. Per- 
haps the most extreme case is that of 
Peter Stamos, 22 TC No. 108. His cor- 
poration became insolvent and discon- 
tinued business. The following year the 
stockholders were required to make 
payments on certain notes which they 
had guaranteed, to pay legal expenses 
in connection therewith, and to pay 
admission, withholding and social se- 
curity taxes of the corporation. They 
claimed these payments as deductions 
on their individual returns. The Com- 
missioner argued that they were ex- 
penses of the corporation and not de- 
ductible as ordinary losses by the 
stockholders. 

The taxpayer was upheld on every 
point by the court. The case is an 
interesting one, since, of course, the 
general rule is that the payment of a 
corporate expense by a stockholder is 





troubles when 


affairs mix 


a contribution to capital. In this case, 
however, the court found that the 
stockholder was liable for these pay- 
ments personally. 


Loans not bad debts. Earl Z. Perry (22 
TC No. 117) was not so fortunate. Ma- 
jority stockholders loaned funds to 
their corporation and then claimed 
them as bad debts. The court found 
that the corporation had not discon- 
tinued business and was technically 
solvent. It sustained the action of the 
Commissioner in disallowing the bad 
debt deduction. 


Cancellation of stock provides deducti- 
ble loss. In Payne Housing Corporation, 
Docket No. 37533, TCM Op. of June 30, 
1954, the contribution by the stock- 
holder took the form of a cancellation 
of its stock in order to improve the 
financial condition. The court followed 
the general rule that the stockholder 
sustained a loss of the difference be- 
tween the basis to it of the stock 
surrendered and the improvement in 
value of the stock retained. It is not 
realized by all that on the cancellation 
of stock to improve financial condition, 
a loss is sustained which is deductible 
in the year of the cancellation. Many 
taxpayers cancel their stock and then 
find, at a later date, that their loss is 
reduced by the amount which they 
should have claimed in the earlier 





am & th a2 2 Oe oawt a fF Ar 


r to the 


bsidiary | 


will be 
her the 
WwW pro- 
‘ in this 
oration 
pany in 
issolves 
er the 
ply the 
iiamond 
old the 
cost of 
» assets 
hat the 
ve and 
> place 
ympany 
s in the 

ae 


a 


is case, 
at the 
e€ pay- 


rry (22 
ie. Ma- 
nds to 
laimed 
found 
liscon- 
nically 
of the 
1e bad 


2>ducti- 
ration, 
ine 30, 
stock- 
llation 
ve the 
llowed 
holder 
ce be- 
stock 
ent in 
is not 
llation 
dition, 
ictible 
Many 
1 then 
loss is 
. they 
earlier 


_ 


years. This represents an excellent 
method of obtaining a deduction with- 
out a real change of position. Tax ad- 
visors should always consider this 
method of improving the financial con- 
dition of a corporation, particularly 
because the rules of law regarding it 
are now well settled. 


Tax benefit records important. In 
Louise Webber O’Brien, 22 TC No. 68, 
the holders oi bank stock had, in 
prior years, paid assessments. During 
the taxable year there was a final dis- 
tribution of funds remaining by the 
bank. The question was the taxable 
status of this distribution in the hands 
of the recipients. It developed that the 
deduction of the assessments paid in 
in prior years had not resulted in a 
tax benefit to the stockholders. They 
were permitted to receive this final 
dividend tax-free, except as to the 
amount which was denominated in- 
terest. This case points up the necessity 
of keeping records of the amounts paid 
out and received in the case of an in- 
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solvent corporation and of knowing at 
all times whether you have obtained a 
tax benefit from a particular payment. 


Embezzlement. In Ace Tool and Eng., 
Inc., 22 TC 101, the shareholders of a 
corporation were parties to a tax 
evasion scheme under which certain 
corporate profits were paid directly to 
them and were not reflected on the 
corporate books. The Commissioner 
restored this income to the corporate 
returns. The corporation then took the 
position that the amounts diverted had 
been embezzled from the corporation 
and that it was entitled to deduct an 
equal amount. Certain of the parties 
involved had been convicted in a State 
court of embezzlement and in a Fed- 
eral court for attempting to evade the 
taxes of the corporation. On the evi- 
dence, the court found that the taking 
of these funds had been condoned ard 
that there was no liability to return 
them to the corporation. The court, on 
these facts, held that the corporation 
was not entitled to the deduction. -o- 


New decisions this month 





Corporate entity continues through 
surrender of special charter. The law 
of Connecticut provides that a cor- 
poration incorporated by special act 
may surrender its charter and “con- 
tinue” under the general law. Based on 
this wording, the Service holds that 
for tax purposes there is a continuation 
of the same corporation. Rev. Rul. 
54-269. 


80% control found despite sales 90 days 
after acquisition. At issue is the basis 
of inventory of the taxpayer. The tax- 
payer claimed that it did not acquire 
the property in a tax free exchange — 
because the transferors did not have 
the required 80% control. All its stock 
was issued for assets transferred to it 
by two stockholders who acquired 
virtually all the stock by this transfer, 
but the stockholders within 90 days 
sold enough of their shares for cash to 
reduce their holdings below 80%. The 
taxpayer claimed the resale was an 
integral part of the transaction and 
therefore “control” should be measured 
after the transfer. The Tax Court held 
that there was no obligation to resell, 


that the sale was not an integral part 
of the transaction; that therefore the 
exchange was tax free and the cor- 
poration was required to use the 
transferors basis (lower than cost to 
petitioner). W. M. Smith Electric Co., 
TCM 1954-94. 


Loss on surrender of part of stock al- 
lowed. Payne Housing Corp. TCM 
1954-85. See discussion above. Ed. 


Notes held to be securities issued in 
tax free exchange and not part of basis 
of property acquired thereby. Camp 
Wolters Enterprises, Inc., 22 TC No. 94. 
See discussion above. Ed. 


Corporation allowed legal expense to 
defend officer, acquitted on criminal 
charge. [Acquiescence] Taxpayer’s 
vice president was indicted on a charge 
of conspiracy to corrupt legislators. He 
was acquitted. The case received wide 
newspaper publicity and the officer 
was identified with the taxpayer. The 
corporation paid the legal expense of 
defense. The Commissioner had con- 
tended that the expense was not ordi- 
nary and necessary and that allowance 
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to the corporation would be contrary 
to public policy. The Tax Court held 
it was a proper business expense. 
Union Investment Co., 21 TC No. 74. 
Acq. IRB 1954-27. 


Film rentals not personal holding in- 
come. Film rentals received by the 
owner of the films, based on a percent 
of gross, are rent income and not per- 
sonal holding company income when 
they exceed 50% of the gross income 
of the corporation. The owner retained 
all rights except distribution and ex- 
hibition. Rev. Rul. 54-284. 


Personal holding company. In comput- 
ing undistributed Subchapter A net in- 
come a deficiency in Federal income 
tax for 1948 determined and paid in 
subsequent years, cannot be deducted 
in 1948—jit was neither paid nor ac- 
crued in that year. 3220 Steuben Ave. 
Realty Corp., TCM 1954-105. 


Distribution in liquidation taxed as 
dividend. Ernest F. Becher, 22 TC No. 
112. See above. Ed. 


No tax on “gain” on sale of own stock 
to executives. Anderson, Clayton & Co. 
v. U.S. Ct. Cls., 7/13/54. [See discus- 
sion above. Ed.] 


Discount disallowed on bonds in tax- 
free transfer. See above. The Montana 
Power Co. v. U.S., DC N.J., 5/17/54. 


Basis of physical property is cost of 
stock despite consolidated returns. See 
discussion above. Ed. Kanawha Gas & 
Utilities Co. v. Comm., CA-5, 7/21/54. 


Dividend fully taxable where earnings 
exceeded cost. The taxpayer claimed 
that a dividend in stock was ordinary 
income to it (against which the 85% 
corporate dividends received credit 
would be available) because the earn- 
ings and profits of the declarer were, 
as of the end of the year in which 
paid, more than its cost for the divi- 
dend stock. The Commissicner as- 
serted that the dividend was ordinary 
income to the extent of the surplus; 
then return of capital to the extent of 
the stockholder’s basis, and the balance 
capital gain. Following the Fannie Hir- 
shon Trust (CA-2, 5/17/54) and God- 
ley (CA-3, 5/28/54), the Court holds 
the dividend is all ordinary income. 
Equitable Securities Corp. v. U.S., DC 
Tenn., 6/23/54. 


“Sale” by sole stockholder to corpora- 
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tion treated as capital contribution. 
Shortly after its incorporation the tax- 
payer acquired, from its sole stock- 
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holder, a warehouse for $125,000, its 
then market value. Payment was to be 
made at $4,000 quarterly. There was no 





most of the excise provisions. 


tion abroad. 


lation. 





What The New Tax Law DOESN’T Do 


Unver Secretary Forsom told the American Management Associa- 
tion briefing session on the new tax law last month in New York that “some 
important sections of old law, including some widely criticized provisions, 
were carried over into the new Code largely unchanged. This is true of 


“Moreover, some income tax provisions which would have been 
changed under the House bill were restored to their old form in the Senate. 
The time available was too short for working out several problems which 
developed after the bill had the benefit of public scrutiny. 

“This, for example, was the fate of most of the proposed changes 
in the tax treatment of income obtained from foreign sources. The House bill 
contained a substantial group of proposals following the President’s recom- 
mendations and designed to encourage United States investment abroad. 
Among them was a 14-point reduction in the tax on income from produc- 


“Critics of these proposals made a strong plea to the Senate Com- 
mittee on Finance for further liberalization. However, no agreement could 
be reached by those concerned with respect to the types of income which 
were to be taxed at the reduced rate. As a result, this provision, together 
with certain allied proposals, was stricken from the bill. Since the basic 
problem remained unsolved at the time the bill was in Conference, most 
of the proposed changes in the treatment of foreign income do not appear 
in the new law, the principal exceptions being the elimination of the over- 
all limit on the foreign tax credit and the extension of the credit to share- 
holders of regulated investment companies specializing in foreign securi- 
ties. The taxation of foreign income, therefore, requires further study. 

“The President’s proposals also included the elimination over a 3- 
year period of the penalty taxes on intercorporate dividends and consoli- 
dated returns. However, the action taken in the final bill was confined to 
the lowering of the affiliation requirements to an 80 percent of stock 
ownership test and the elimination of the 2 percent tax on consolidated 
returns in the case of regulated public utilities. 

“Finally, a number of important areas were deliberately reserved 
for further study. In his Budget Message, the President specifically placed 
in this category the treatment of capital gains and losses, the problems of 
the oil and mining industries, the tax treatment of cooperatives and tax- 
exempt organizations, and the retirement income of people not covered 
by pension plans. These important subjects were reserved for future legis- 


“We know that the job of tax revision is not complete. In a grow- 
ing and changing economy it is necessarily a continuing task. However, as 
the President said when he signed the bill, this law is the excellent result 
of cooperative efforts by the Congress and the Department of the Treasury 
to give our tax code its first complete revision in seventy-five years. It is a 
good law. It will benefit all Americans.” 

“We believe also that it can make a major contribution to Ameri- 
ca’s increasing strength and prosperity. 

“For many years businessmen and others have urged removal of 
tax restraints. We believe that this bill goes far in that direction.” 








provision for interest or for a mortgage 
to secure the indebtedness. The Court 
held that the transaction was not at 





arms length and should be treated as a / 


contribution to capital. The corpora- 
tion must use the stockholder’s basis 
for depreciation. Sun Properties, Inc. v. 
U.S., DC Fla., 12/18/53. 


Capital gain on boot in reorganization. 
These cases consider the taxability of 
cash received, together with various 
bonds and stock in railroad reorganiza- 
tion for bonds and accrued interest. 
The tax effect of these specific reor- 
ganization had been litigated before 
and the court follows prior cases and 
finds that the cash was received in a 
tax-free exchange and represents capi- 
tal gains not interest income. M. B. 
Thurlow v. U.S., DC Ala., O. G. Thur- 
low v. U.S., DC Ala., 7/1/54. 


Covenant not to compete depreciable. 
[Acquiescence] The Tax Court per- 
mitted the amortization of $250,000 as- 
signed to the covenant not to compete 
included in taxpayer’s contract of pur- 
chase of newspaper properties (for to- 
tal of $1,000,000). Incorporation not too 
thin. Where equity and notes issued to 
stockholders upon incorporation for 
assets were in ratio of 1 to 1 the in- 
terest was allowed. Including outsider’s 
debt the ratio was equity 1 debt 2%. 
Sec. 102 penalty not imposed. Dividends 
were forbidden by bank loan agree- 
ment. Gazette Telegraph Company, 19 
TC 692, Acq. IRB 1954-30,4. 


Drawing from corporation not divi- 
dends. [Acquiescence] Taxpayer con- 
tinually withdrew money from his cor- 
poration. The Commissioner contended 
the withdrawals were disguised divi- 
dends. The Court was convinced there 
was no attempt to avoid tax. Victor 
Shaken, 21 TC No. 88. Acq. IRB 
1954-30,4. 


Unused credit allowed after absorption 
of new business. [Acquiescence] Tax- 
payer, an automobile distributor, was 
the surviving corporation in a merger 
with a radio broadcasting corporation 
owned by the same taxpayer. The 
Commissioner argued that the sole mo- 
tive was the use of the taxpayer’s un- 
used credit. The Tax Court found a 
substantial motive in the use of the 
taxpayer’s liquid assets in the broad- 
casting business. WAGE, Inc., 19 TC 
249, Acq. IRB 1954-30,4. 
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NEW DEVELOPMENTS IN TAX ASPECTS OF 


Accounting 


EDITED BY CARL M. ESENOFF, CPA, & BYRON F. WHITE, LI.B., CPA 


Which of the allowable new depreciation 


methods is best in a given situation? 


WITH THE NEW FREEDOM ACCORDED the 
taxpayer to choose his own deprecia- 
tion method by the 1954 Revenue Code, 
a greater burden of understanding is 
thus thrust on him to choose the wisest 
method for his situation. The alterna- 
tives for property acquired after De- 
cember 31, 1954 are these: (1) straight 
line, (2) declining balance, (3) sum of 
the year digits, and (4) other methods. 
We'll consider the pros and cons of 
the allowable methods. 


(1) Straight Line Method—tTable I 
is an example of the straight line 
method applied to an asset with useful 
life of four years, at $1000 cost, pur- 
chased January 1, 1954. 

Under the new law the straight line 
method has no particular advantage 
other than ease of calculation, but it 
may be used where it is desired to 
spread the cost equally over the life 
of the asset. However, it probably 
should be discarded in many cases, now 
that allowable methods permit accel- 
erated tax deductions. Even in cases 
where the deductions are of no im- 
mediate tax benefit, the accelerated de- 
preciation may still provide an indirect 
tax benefit through utilization of the 
net operating loss carry-back and 
carry-forward. 


(2) Declining Balance Method — Table 
II is an example of the declining bal- 
ance method at twice the rate of the 
straight line method, allowable under 
the new law. 

This method gives the taxpayer the 
highest depreciation deductions in the 
early years of any of the new allowable 
methods. Its only disadvantage is that 
if it is used consistently through the 
life of the asset, the full cost is never 
returned, since a residuary percentage 
of cost always remains. The Senate 
Report suggests, however, that the 


amount remaining as undepreciated 
cost may be recovered in the last year 
of estimated useful life. 

This method will require a plant 
ledger so that the declining balance on 
each item or group of items will be 
accounted for, since acquisitions and 
retirements must be traced in detail. 


(3) Sum of Years Digits Method — 
This method, allowed by Sec. 167(b)3 
is illustrated in Table III. 

Here the cost is not recovered at so 
rapid a rate in the first years as in the 
declining balance method, but during 
the later years this method recovers 
cost at a greater rate. For example, in 
the first year only $400 depreciation is 
allowed against $500 for the declining 
balance method. However, by the end 
of the third year $900 cost is recovered 
under the sum of years digits method, 
but only $875 under the declining bal- 
ance method. 

As the useful life of the asset in- 
creases, the sum-of-years digits method 
provides an increasing deduction as 
compared with the declining balance 
method. By formula, where n equals 
number of years of useful life of the 
asset, the amount of deduction for the 
first year under the sum of years digits 
method equals the amount under the 


n 
declining balance method times 





n+1 
Thus, on a four year life, the sum of 
years digits method gives only 80% as 
much deduction the first year as the 
declining balance method. However, on 
a 20 year life, the comparable figure 
is 95.2%. 

Also, under the formula, the sum of 
years digits method always returns a 
larger total amount of depreciation 
after the third year of depreciation, 
irrespective of the useful life of the 
particular asset. 
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Thus, on a four year life, the total 
amount of depreciation allowed under 
the sum of years digits method be- 
comes greater than that of the declin- 
ing balance method after the end of 
the third year, or after % of the life 
of the asset. However, on a 20 year life, 
the total amount of depreciation al- 
lowed under the sum of years digits 
method becomes greater than that of 
the declining balance method at the 
end of the third year, or after 3/20 of 
the life of the asset. 

In view of the above, it is readily 
seen that the sum of years digits 
method’s advantage increases in pro- 
portion with the useful life of the asset. 


(4) Other methods— Limitations on 
other methods are: (1) consistency, 
and (2) acceleration of deductions at 
no higher rate than in the declining 
balance method for the first two-thirds 
of the useful life. One such method, 
giving maximum acceleration, is the 
diminishing rate on cost method, 
shown in Table IV. 


The method, as shown, provides for 
the maximum percentages allowed 
under the declining balance method 
for the first two-thirds of the useful 
life. For the remaining life, the balance 
is depreciated on a straight line basis. 
As an example on a ten year basis, the 
following percentages would be ap- 
plied: 20%, 16%, 12.8%, 10.24%, 8.19%, 
6.55%, 5.24%, 6.99%, 6.99%, 7.00%. This 
diminishing rate on cost method con- 
tains all of the advantages of the de- 
clining balance method and eliminates 
the problem of deceleration in the final 
years and the ultimate residue. It is an 
acceptable method under Sec. 167(b)4. 
Sen. Rep. No. 1622, 83rd Cong. 2nd 
Sess., p. 25. 

Even greater acceleration is ac- 
complished by a combination of the 
declining balance method with a change 
to the straight line method at the opti- 
mum year. For example, in the above 
illustration, if the switch to straight 
line were made at the end of the fifth 
year, cost could be recovered even 
more rapidly: 20%, 16%, 12.8%, 10.24%, 
8.19%, 6.55%, 6.55%, 6.55%, 6.56%, 
6.56%. This combination method is not 
allowable under 167(a)4, requiring that 
depreciation during the first two-thirds 
of the useful life be no greater than 
allowed under the declining balance 
method. However, the method, and 
other similar methods, might be allow- 
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able by specific agreement between 
the Treasury and the taxpayer as pro- 
vided for in subsection 167(d). Sim- 
ilarly, Section 167(e), allows the tax- 
payer to change from one method to 
another with the consent of the Secre- 
tary or his delegate. The Senate Re- 
port (supra p. 206) states: “. . . The 
taxpayer may under regulations pre- 
scribed by the Secretary or his dele- 
gate change from the declining balance 
method to the straight line method .. .” 
Since this proposed combination method 
is really the declining balance method 
for the first five years and the straight 
line method for the last five years, 
Subsection (e) gives the Secretary au- 
thority to permit such combination 
method. 
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tion, based on the prevailing “bird in 
hand” philosophy regarding tax deduc- 
tions, that most taxpayers consider the 
method allowing greatest acceleration 
as the most favorable method. 

Under this test, the straight line 
method may well be discarded. The 
declining balance method and its varia- 
tion, the diminishing rate method, are 
best for short useful lives, perhaps less 
than 10 years. Conversely, the sum of 
years digits method is most advan- 
tageous for longer useful lives of per- 
haps 10 years and over. Thus, the tax- 
payer’s choice of methods for each 
item, should be based upon the length 
of useful life of that item. Use of more 
than one of the discussed methods may 
be elected by the taxpayer on his re- 
turn for the first taxable year be- 

















Conclusion: It is a reasonable assump-___ ginning after December 31, 1953. -o- 
Table I: Table of Depreciation — Straight Line Method 
end of debit credit total carrying 
year depreciation reserve reserve value 
$1000 
Zz $250 $250 $ 250 750 
2 250 250 500 500 
3 250 250 750 250 
4 250 250 1000 -0- 
Table II: Declining Balance Method 
end of debit credit total carrying 
year depreciation reserve reserve value 
$1000 
il $500 $500 $500 500 
2 250 250 750 250 
3 125 125 875 125 
4 62 62 922 62 
Table Ill: Sum of Years Digits Method 
end of debit credit total carrying 
* year depreciation reserve reserve value 
$1000 
1 $400 $400 $ 400 600 
2 300 300 700 300 
3 200 200 900 100 
4 100 100 1000 -0- 
Table IV: Diminishing Rate on Cost 
end of debit credit total carrying 
year rates depreciation reserve reserve value 
$1000 
1 50% $500 $500 $ 500 500 
2 25% 250 250 750 250 
3 12%% 125 125 875 125 
7 124%% 125 125 1000 -0- 





House & Senate each have 
own ideas on accounting 


IN SPITE OF THE FACT THAT we have 
finally resolved conflicts and got a new 
tax law, the differing views of the 
House and Senate on accounting aspects 
of the new act are indicative of the 
lack of real unanimity among legisla- 
tors on these technical matters. 

The Senate in approving nearly all of 
the accounting provisions in H. R. 8300 
clarified ambiguities and liberalized 
some of the relief provisions. The Sen- 
ate Finance Committee estimates that 
its modification of the provisions will 
result in a $2,000,000 additional relief 
to taxpayers. 


Prepaid income. The Senate accepted 
the proposal to allow accrual-basis tax- 
payers deferment of prepaid income 
over a five year period after the in- 
come is received. In addition they 
clarified the provision concerning pre- 
paid income earned over an indefinite 
period by allowing the taxpayer to 
make a reasonable estimate of the in- 
come period in such cases. 


Reserve for estimated expenses. The 
Senate accepted the House proposal to 
permit an accrual-basis taxpayer at 
his election to deduct reasonable ad- 
ditions to reserves for estimated ex- 
penses. It amended the provision to 
provide that additions to reserves will 
be allowed at the discretion of the 
Secretary, as in the case of bad debts. 
The provision was also clarified to pro- 
vide that expenses incurred in 1954 
and later, pertaining to income of tax- 
able years preceding the first year of 
election under the section, may be de- 
ducted without regard to the section. 
From the accounting standpoint, the 
problem will be the method of com- 
puting the amount of the addition and 
of supporting such computation. Ac- 
countants can once more come to the 
fore by developing the records neces- 
sary to set up the proper tax deduction. 


Initial payment before use of install- 
ment method. The Senate approved the 
House provision providing that there 
need be no payment made in the tax- 
able year in which the sale occurs in 
order to qualify a taxpayer for an in- 
stallment sale. Since the House bill 
left in doubt the status of certain sales 
in which the initial payments are in- 
definite, and are not payable until 
some time subsequent to the year of 
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sale, the Senate provided that such 
sales may be reported under the in- 
stallment method if in the year of sale 
either no payments are received or the 
payments in that year do not exceed 
30 per cent of the selling price. This 
apparently means that a sale with 
nothing down in 1954 but with 70 per 
cent payable in 1955 and the balance in 
1956, 57 and 58, may be reported on an 
installment basis. 


Change in method from accrual to in- 
stallment. The House provision that a 
taxpayer shifting from the accrual to 
the installment method of accounting 
is not to be taxed twice on the same 
income was accepted without amend- 
ment by the Senate. 


Other changes in methods of account- 


ing. The House bill required taking into 
account adjustments from years other- 
wise closed by the statute of limita- 
tions in order to prevent duplicating 
items of income and deductions under 
the new method of accounting. Since 
the Senate felt that results of such 
treatment would be unduly harsh on 
taxpayers in cases of involuntary 
change, they propose that no net ad- 
justments shall be made correcting 
errors prior to 1954. In any future 
changes in the accounting method, the 
Secretary can make adjustments only 
for erroneous items subsequent to 1953. 
Also, the tax resulting from an in- 
voluntary change in accounting method 
cannot exceed the tax that would have 
been due by recomputing taxable in- 
come for those years involved under 
the new method of accounting. —o— 


New decisions this month 


Expenses incurred in trying to estab- 
lish business not deductible. In 1947, 
taxpayer spent several hundred dollars 
in printing, stenographic and travel ex- 
pense trying to establish an investment 
advisory service to be sold to banks 
advising small investors. The Court 
found he had no business in 1947; the 
year 1948, when the project was aban- 
doned, was not before the Court. 
Frank B. Polachek, 22 TC No. 104. 


Credits when corporation uses alterna- 
tive tax. The Service will apply to 
years ended after December 31, 1952 
only, its recent ruling that corporations 
using the 25% alternative capital gains 
tax must compute the dividends re- 
ceived and paid credits and Western 
Hemisphere credits on net income with- 
out capital gain. Rev. Rul. 54-283. 


Bad debts allowed though subsequently 
collected. Taxpayer was allowed to de- 
duct bad debts although a substantial 
part was later collected. The Court 
agreed that at the time they appeared 
worthless. Paterson v. U.S., D.C. Ala., 
6/29/54. 


Only carryback of own loss from con- 
solidated to separate return. Taxpayer 
claimed a carryback of the entire con- 
solidated loss to its separate return for 


second preceding year. No more than 
its own loss could be carried back (1) 
only the taxpayer’s loss can be used by 
taxpayer (2) the consolidated returns 
regulation clearly provide that only its 
own loss is available and by filing a 
consolidated return taxpayer agreed to 
the regulations. Trinco Industries, Inc., 
22 TC No. 115. 


Bad debt from subsidiary. Nor was 
taxpayer permitted to claim on con- 
solidated return a bad debt from a con- 
solidated subsidiary. No proof of worth- 
lessness (most was collected subse- 
quently); moreover such a write off 
during a consolidated return period is 
specifically forbidden by the regula- 
tions. Trinco Industries, Inc., 22 TC 
No. 115. 


Bonus to employees deductible although 
paid into reserve fund pending ne- 
gotiations. Taxpayer, a partnership, 
provided for two employees bonuses of 
a fixed percent of its profit. In 1946 it 
deducted $75,000 from income to pro- 
vide for possible renegotiation. The 
employees received their percentage 
bonus on this $75,000 (a total of some 
$13,000) but returned it to the company. 
After renegotiation they received their 
bonus (about $6,000) computed on the 
unused part of the $75,000. The Com- 
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missioner disallowed the claimed $13,- 
000 bonus on the ground that the lia- 
bility to pay it was contingent on the 
outcome of the renegotiation. At trial 
he conceded $6,000 thereof was de- 
ductible. The Court held that the entire 
$13,000 was properly paid as a bonus. 
When it was refunded to the partner- 
ship it could be paid only to the US. 
government or to the employees. Ewin 
v. Coll., DC La., 6/14/54. 


Pilot plant operations deductible. Work 
done after development of a plastic 
process patent was deductible. The ex- 
pense was largely salary incurred in 
developing a pilot plant to interest pro- 
posed licensees. “The operations of the 
company — after the process was per- 
fected, were not in furtherance of se- 
curing the patent and did not add to 
the value of the patent. .. . The work 
carried on . . . was the development 
and operation of a pilot plant to in- 
terest prospective purchasers or licen- 
sees, ... This was an expenditure in- 
cident to the sale or licensing of the 
process and did not enhance the value 
of the patent.” Paterson v. U.S., D.C. 
Ala., 6/29/54. 


Catalog costs can be deducted when 
catalog is put in use. The taxpayer de- 
signed, manufactured and installed lab- 
oratory equipment. The Tax Court had 
found that the catalog costs were capi- 
tal. The taxpayer deferred costs until 
the catalog was ready and then ex- 
pensed them. The Circuit Court stated 
that it was not bound by the Tax 
Court’s “conclusion from the uncontro- 
verted subsidiary facts, the drawing of 
which did not involve any element of 
seeing or hearing the witnesses or 
judging their credibiilty.” The Circuit 
Court found that while the catalog 
would benefit future years it could not 
make a reasonable allocation. The en- 
tire cost therefore is allowed as in- 
curred. Sheldon v. Comm., CA-6, 
7/27/54. [See also p. 56. Ed.] 


Vacation pay not accruable under one- 
year contract. Taxpayer signed a union 
contract in May 1945 providing for em- 
ployees vacation. It deducted actual 
1945 vacation pay and 2/3 of the esti- 
mated accrual for 1946. The Circuit 
Court agrees with the Tax Court that 
the 1946 accrual is not deductible. 
There was no certainty at December 
31 that the company would sign a un- 
ion contract in May 1946 for a vacation. 








_ * 
Sheldon v. Comm., CA-6, 7/27/54. 
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Payment of interest on defaulted note, 
bought flat, in return of capital. In 1947 
taxpayer bought 1/10 of a utility note 
(total principal $2,040,000 and accumu- 
lated interest about $600,000) in default 
since 1940. Taxpayer’s cost not given 
in findings of fact but it was bought 
“flat” — no allocation between principal 
and interest. In 1950 and 1951 they re- 
ceived payments on account of the ac- 
cumulated unpaid interest. The court 
held this was return of capital. The 
taxpayer properly computed capital 
gain on the receipt. The Commissioner 
had asserted that the interest was ordi- 
nary income. Sailer v. Campbell, DC 
Texas, 7/21/54. 


Gross profit as erroneously reported is 
gross income. The Circuit Court agrees 
with the Tax Court that the taxpayer 
omitted 25% of his gross income and 
therefore the five year statute of limi- 
tations applies. Taxpayer had on Sched- 
ule C (income from grocery and stor- 
age business) deducted as cost of goods 
sold some $25,000 of expense items and 
showed as gross profit only some $7,- 
000. The Court held that the Commis- 
sioner is not required to revise the 
return to determine true cost of goods 
sold and true gross profit (which is 
gross income for a merchandising 
business). The taxpayer is bound by 
the way he computed gross profit. 
Carew v. Comm., CA-6, 7/13/54. 


12-month period beginning in middle of 
month not an acceptable tax year. A 
taxpayer took as his accounting period 
the twelve months beginning with the 
day he began business. It is held that 
since this date was not the first of a 
calendar month, the twelve-month 
period does not end with a calendar 
month and is not an acceptable fiscal 
year. The taxpayer must report there- 
fore on the calendar-year basis. Rev. 
Rul. 54-273. 


Deposits billed to customers as other 
merchandise are income. Taxpayer was 
in the wholesale beer and wine busi- 
ness in 1944. He required a deposit of 
75 cents per case on beer. He deducted 
deposits from sales and showed them 
as a reserve—in effect a repayable 
liability. He included bottles and cases 
in his closing inventory. However, 
the deposits were billed to customers as 
other merchandise. The Commissioner 
treated the deposits as sales and the 
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refunds as repurchases by taxpayer 
and the Tax Court upheld this method 
as more clearly reflecting income. Pen- 
alties imposed for negligence and for 
failure to file a Declaration of Estimated 
Tax and make advance payments for 
1944, Robert Knobel, TCM 1954-103. 


Note for interest not income. [Acquies- 
cence] Taxpayer received a note for an 
amount which included interest to date 
on prior obligations and an amount for 
sales. The Tax Court held that, since 
there was no proof that the note was 
the equivalent of cash or was accepted 
as payment, it did not represent in- 
come. Joe W. Scales, 18 TC 1263, Acq. 
IRB 1954-27. 


Profit taxed when payment made to 
trustee against future delivery. In ac- 
cordance with their agreement tax- 
payer delivered shares representing his 
50% interest in a corporation to a bank 
as trustee, and the corporation de- 
posited the full purchase price. Shares 
were to be delivered out over five years 
and the cash paid the seller simul- 
taneously. The Tax Court found the 
transaction was a taxable exchange and 
that the value of the interest in the 
trust fund was the full purchase price 
of the stock. Kuehner v. Comm., CA-1, 
7/2/54. 


Inventory claimed as capital contribu- 
tion not proved. Nine months after 
setting up in business taxpayer entered 
on his books an inventory of equipment 
and supplies of about $25,000. The Tax 
Court holds that there was no proof 
that this was not simply items charged 
as expense on various construction jobs 
prior to formally establishing business 
but not used. 

Expenditures claimed as business ex- 
pense disallowed. They were incurred 
for corporation in which stockholder 
held minority interest and should have 
been charged to it. J. D. O’Connor, 
TCM 1954-90. 


Payments to related persons applied 
to earliest items for 24% months test. 
Taxpayer had a running account for its 
President and majority stockholder. 
Salary and expenses were charged to 
it and at the end of the year a balance 
was due to the President. To determine 
payments if salary and expense were 
made within 2%2 months and therefore 
deductible under 24(c) the court held 
that each payment should be applied 
to the oldest unpaid items at the time 


of payment. Barnebey-Cheney Eng. 
Co., TCM 1954-104. 


Facilities for war contracts deductible 
as obsolete or abandoned. Taxpayer 
made investments in facilities for re- 
search and production of war contracts. 
When they were cancelled the facili- 
ties were mostly useless. Taxpayer 
claimed the unrecovered costs were de- 
ductible in 1943 and 1944 as abandon- 
ment losses or because of obsolesence. 
It was allowed deductions and the court 
said it made no difference on which 
basis. Barnebey-Cheney Eng. Co., TCM 
1954-104. 


Profit on sterling devaluation is taxable 
income. Taxpayer corporation borrowed 
pounds sterling to purchase lambskin 
in New Zealand. He had to pay back 
less than he borrowed because the 
pound was devalued. In its tax return, 
as on its books, the taxpayer used the 
old higher rate of exchange in de- 
termining the cost of sales of the lamb- 
skins. The profit it credited on the 
books to “other income”. It claimed this 
was not taxable income. The Court held 
it had to report as income the differ- 
ence between the cost of the goods 
under the old exchange rate and the 
dollars with which it paid off the loan. 
As an alternative it could have reported 
the cost of the goods at the new or 
lower exchange rate. Helburn v. Comm., 
CA-7, 7/22/54. [See also p. 39. Ed.] 


Opening accruals allowed in shift from 
cash basis. [Acquiescence] The Tax 
Court found that the taxpayer kept his 
books on the accrual basis though re- 
turns were filed on a cash basis. The 
Commissioner must compute the tax 
on the accrual basis, which requires 
that he allow as costs the opening in- 
ventory and not include the collection 
of opening receivables in income. 
Clement A. Bauman, 22 TC No. 2, Acq. 
IRB 1954-30,5. 


Heir to leasehold cannot depreciate 
lessee’s building. Buildings with $35,- 
000 remaining basis were torn down in 
1926 by a lessee who constructed a new 
building. The owner, taxpayer’s mother, 
had been allowed to continue to de- 
preciate the $35,000 over the length of 
the lease. Upon her death in 1940 tax- 
payer inherited a one-third share of 
the property and attempted to continue 
to take depreciation. The Tax Court 
held the heir inherited no basis for 
amortization. In 1940 when the tax- 
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payer inherited this leasehold with 
forty-five years to run it was improved 
with buildings erected by the lessee at 
his own cost. The leasehold had been 
valued in the estate tax proceedings 
by capitalizing at 4% the annual net 
rental—a total of $412,000. Taxpayer 
claimed amortization of his 1/3 of the 
$412,000 over the remaining life and 
also depreciation of the value of the 
building. The Tax Court followed the 
Fifth Circuit decision in the case of 
the taxpayer’s sister and held that the 
economic value of the taxpayer’s in- 


terest in the building was zero as the 
term of the lease extended beyond the 
useful life of the building. Nor is the 
taxpayer permitted to amortize his 1/3 
of the value of the leasehold. He will 
eventually get the land and is suffer- 
ing no economic loss as the lease runs 
out. Albert L. Rowan, 22 TC No. 105. 


On accrual basis accrued EPT deducted 
for operating loss. In computing the 
operating loss carryover (and the de- 
duction in the year to which carried) 
excess profits tax “paid or accrued” 


23 


may be deducted. Circuit Court does 
not follow the Court of Claims (Olym- 
pic Radio & Television, Inc., 108 F 
Supp. 109) but holds that an accrual 
basis taxpayer may deduct only the tax 
accrued. Where no dispute delayed 
accrual it must use the finally de- 
termined tax, not the amount shown 
on the original return filed. Disputed 
taxes deposited by the Collector in a 
suspense account pending assessment 
are not paid so as to end the dispute 
and make the tax accrue in that year. 
Lewyt Corp. v. Comm., CA-2, 7/14/54. 


Tax aspects of accounting ° 





New capital gains and losses decisions this month 


Tax Court was wrong in holding im- 
mature animal not part of breeding 
herd. The Tax Court had allowed capi- 
tal gain on sale of Guernseys only if 
they were over 24 months of age — the 
point at which it said their breeding 
qualities were tested. Prior to that 
time they could not be regarded as 
part of the breeding herd. The Circuit 
Court holds that the real test is the 
motive of the owner and finds here 
that the taxpayer intended all calves 
to ke part of his breeding herd but that 
a high proportion were rejected as 
unfit. Long term capital gain should be 
allowed on all held for the statutory 
six-month period regardless of their 
age. McDonald v. Comm., CA-2, 7/7/54. 


Dealer didn’t show certain properties 
were for investment. Taxpayer bought 
and sold real estate actively. However, 
he claimed that certain properties were 
held for investment and he sold them 
only because he was dissatisfied with 
the return. The Tax Court found that 
he did not treat these properties in any 
way different from those he held for 
sale and found his gain to be ordinary 
income. Norbert Stern, TCM 1954-87. 


Gain on sale of rental typewriters capi- 
tal. Taxpayers were in the business of 
selling, renting and servicing typewrit- 
ers. During 1941, 1942 and 1943 they 
purchased a large number of type- 
writers and rented them. Government 
restrictions prevented sale until 1944. 
Taxpayers sold the typewriters in 1947 
through 1950 and reported the proceeds 
from the sale as capital gains. A jury 
found the typewriters were not held 
primarily for sale to customers in the 
ordinary course of trade or business 
Since they were used in the business. 


The gains were capital under Section 
117(j). McWilliams v. Godwin, DC 
Ark., 5/25/54. 


Ordinary loss on sale of securities used 
as guarantee on contract. Non-acquies- 
cence. Taxpayer, a manufacturer of 
paper mill machinery, was required to 
deposit $800,000 U. S. Government 
bonds in escrow as security for per- 
formance of its contract to sell ma- 
chinery to the Government of Finland. 
Taxpayer borrowed funds from its 
bank, instructed it to buy the bonds 
and deposit them in escrow. Upon re- 
lease the bonds were sold at a loss. 
The loss was allowed as an ordinary 
business expense. Bagley and Sewall 
Co., 20 TC 983, Nonacq. IRB 1954-27. 


Losses on commodity trading are capi- 
tal. Taxpayer devoted full time and all 
his capital to comraodity trading for 
four months. At most he was a trader 
and his losses were capital. Only a 
dealer has ordinary losses. Frank B. 
Polachek, 22 TC No. 104. 


Cotton dealer allowed capital gain on 
segregated bales. Taxpayer who bought 
and sold cotton generally for quick 
turnover set aside 250 bales of cotton 
in 1941. It was numbered, tagged and 
stored in his warehouse. In 1943 he 
sold it at a profit and treated the profit 
as capital gain instead of ordinary in- 
come. The District Court held that the 
segregation was evidence of the tax- 
payer’s intent to hold the cotton as an 
investment and the gain was capital. 
John W. Williamson v. Bowers, DC 
S.C., 12/15/50, 120 Fed. Supp. 704. 


Distributor’s loss on whiskey stock 
(bought to get dividend in kind) ordi- 


nary. In November 1943 a partner in a 
whiskey distributing partnership per- 
sonally bought American Distilling 
stock for about $40,000. In February 
1944 he transferred it to the partner- 
ship at its then market value of $66,- 
000. After the partnership exercised its 
right to buy 19/20 of a barrel of whis- 
key per share at a price far below mar- 
ket, the shares were sold for $16,000. 
The Court allowed the loss ($66,000 — 
$16,000) as a business expense. The 
partner was taxed on a short term capi- 
tal gain of about $26,000 ($66,000 pro- 
ceeds of sale to corporation — $40,000 
his cost). [The Court did not discuss 
why the basis of the shares to the part- 
nership was not the same as the part- 
ner’s basis, $40,000. Probably it con- 
sidered the transaction as a sale by the 
partner, not a contribution to capital. 
Ed.] 

Since the partnership included the 
19/20 barrel of whiskey per share in 
its inventory at the bargain price it 
paid and so showed a higher gain on its 
sale, it was not proper to include the 
whiskey dividend as income. Hogg, Ed- 
wards v., CA-5, 7/7/54. [See p. 16] 


Real estate sales by lumber corpora- 
tion are ordinary income. Tax Court 
finds that lumber company acquired 
unimproved property for sale to cus- 
tomers. Sales were continuous and sub- 
stantial. Except for one year sales 
without tie-in exceeded sales to con- 
tractors at a discount because of their 
promise to purchase building materials. 
Moreover an intent to sell so as to 
promote the lumber business would 
make the real estate an integral part 
of the whole business. Louisiana West- 
ern Lumber Company, Inc., 22 TC 
No. 114. 
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Sweeping changes in taxation of partnerships 


made by 1954 Code are exploined 


So EXTENSIVE ARE THE CHANGES in tax- 
ation of partnerships under the new 
Code, and so confusing has been the 
talk during the several stages of de- 
velopment of the new law, that we 
bring you here analysis of the final 
provisions of the law compared with 
the House bill. The language below is 
official, quoting the report of the Con- 
ference Committee, hence has great 
importance as legislative history in in- 
terpreting the provisions discussed. 


1. Aggregate rule for contributed prop- 
erty (sec. 704).— Under present law 
there is considerable doubt as to the 
determination of partners’ respective 
shares of partnership gain, loss, de- 
preciation, or depletion with respect to 
property contributed to the partner- 
ship by one of the partners. The House 
bill, adopting the so-called “entity ap- 
proach,” stated that such items are to 
be shared by the partners in accord- 
ance with the partnership agreement 
for sharing gain or loss generally. 

The Senate amendment adopts the 
House provision as a general rule, but 
permits the partners, by agreement, to 
divide the gain or loss, depreciation, or 
depletion with respect to contributed 
property among the partners in a man- 
ner which attributes pre-contribution 
appreciation or depreciation in value 
to the contributor. The Senate amend- 
ment provides an additional rule which 
allocates gain, loss, depreciation, or de- 
pletion with respect to partnership 
property in which the partners held 
undivided interests in the same man- 
ner as if there were no partnership, 
unless the partnership agreement pro- 
vides otherwise. 


2. Alternative method of determining 
basis of partner’s interest (sec. 705). — 
The House bill contained a relatively 


detailed computation for the determi- 
nation of the basis of a partner’s in- 
terest. The Senate Committee report 
explained the House provision as fol- 
lows: 

“The House bill provides that the 
basis of a partner’s interest in a part- 
nership is to be his basis for any con- 
tributions he made to the partnership 
and the amount he paid for any pur- 
chased interest, subject to certain ad- 
justments. This basis is to be increased 
by the partner’s share of income re- 
ceived from the partnership, whether 
or not it was taxable to him. It also is 
to be decreased by any distributions of 
money or property made to the part- 
ner and by his share of the partner- 
ship losses and expenditures of the 
partnership which were not deductible 
for tax purposes and were not capital 
expenditures. 

“Although the present statutory pro- 
visions do not provide for the adjust- 
ments described above with respect to 
the basis of a partner’s interest in a 
partnership, these adjustments are im- 
plicit in the present provisions and 
regulations.” 

The Senate amendment retains the 
House provision in substance, but adds 
an alternative method of determination, 
to be permitted under regulations, by 
reference to the partner’s proportionate 
share of the adjusted basis of partner- 
ship property. [This is discussed in 
paragraph 13. Ed.] 


3. Changing or adopting new taxable 
years (sec. 706).— The House bill pro- 
vided that a partnership may not adopt, 
or change to, a taxable year other than 
the calendar year except with the ap- 
proval of the Secretary or his delegate. 
The Senate amendment permits the 
partnership to adopt, or change to, any 
taxable year without such permission 
if all its principal partners change to 





the same year. The partnership may, 
however, adopt or change to a taxable 
year other than that of all its principa 
partners if a business purpos€ gs, estab- 
lished therefor. ey ; 


4. Transactions between ‘partners and 
partnerships (sec. 707).—The House 
provision treated sales of property be- 
tween a partnership and a partner hay- 
ing an interest of 50 percent or more as 
a contribution to, and a distribution 
from, the partnership so that no gain or 
loss was recognized. In lieu of the 
House rules, the Senate amendment 
applies to partnerships the rules used 
in the case of similar transactions be- 
tween corporations and controlling 
shareholders. A deduction for losses is 
disallowed if the partner has an in- 
terest in the partnership of more than 
50 percent. Capital gain on the sale of 
depreciable property is recognized un- 
less the partner has a partnership in- 
terest of more than 80 percent, in which 
case the gain is to constitute ordinary 
income. 

Both the House provisions and the 
Senate amendment provide for the use 
of the “entity” approach in the treat- 
ment of the transactions between a 
partner and a partnership which are 
described above. No inference is in- 
tended, however, that a partnership is 
to be considered as a separate entity 
for the purpose of applying other pro- 
visions of the internal revenue laws if 
the concept of the partnership as a col- 
lection of individuals is more appropri- 
ate for such provisions. An illustration 
of such a provision is section 543 (a) (6), 
which treats income from the rental of 
property to shareholders as personal 
holding company income under certain 
conditions. 


5. Distributions (secs. 731-735).— The 
House bill provided that in the case of 
distributions, whether or not in com- 
plete liquidation of a partner’s interest, 
the distributed property was in gén- 
eral to have a basis. to the distributee 
equal to its basis to the partnership, 
and that gain or loss was to be recog- 
nized on the difference between the 
basis of the distributed property and 
that of the distributee’s partnership 
interest. The Senate amendment re- 
tains the use of the carryover basis for 
nonliquidating distributions, but pro- 
vides in the case of liquidating distri- 
butions that the distributee’s basis for 
the property received is to be equal to 





24 








mS 


al 





~ 


—_ ST 





ren rn 


























eaewmouddrnr ast eer 


 oin~a 


._ a of ree ae 


ee ee 





) is 
‘ity 
ro- 
; if 
ol- 
ri- 
ion 
6), 
of 
nal 
ain 


"he 
of 


ast, 
n= 
tee 
ip, 
g- 
the 
and 
hip 
re- 
for 
ro- 
ri- 





—_~ =~, 





the basis of his partnership interest less 
any money received. The basis of in- 
ventory items and unrealized receiv- 
ables, however, is limited to the basis 
for such property to the partnership in 
the case of both liquidating and non- 
liquidating distributions. Where the 
partner receives a basis for the prop- 
erty differing from its basis to the part- 
nership, the partnership is permitted 
to adjust the basis of its assets to re- 
flect this difference. 


6. Payments to a retiring partner or 
successor of a deceased partner (sec. 
736).— Under both the House bill and 
the Senate amendment, payments made 
by a partnership to a retiring partner 
or a successor of a deceased partner in 
excess of the value of his capital in- 
terest are treated as income to the 
recipient and a deduction to the re- 
maining partners. The recipient retired 
partner, estate, or successor is to be 
treated in the same manner as a part- 
ner and, consequently, the payments, 
determined with respect to a partner- 
ship taxable year, are to be treated as 
income to the recipient for his taxable 
year with, or within, which such part- 
nership year ends. 

Under the House bill, however, the 
treatment described above for pay- 
ments other than for a capital interest 
was to apply only to payments received 
within 5 years after death or retire- 
ment. If received after this period, they 
were treated as a gift by the remaining 
partners to the retiring partner or heirs 
of the deceased partner. The Senate 
amendment strikes out the 5-year limi- 
tation and treats such payments as in- 
come to the recipient and a deduction 
to the partnership regardless of when 
paid. 


7. Transfers of an interest in the part- 
nership (secs. 741-743).— The House 
bill provides for an elective adjustment 
to the basis of partnership property on 
a transfer of a partnership interest. 
This adjustment would have resulted 
in tax benefit or detriment to all the 
partners. Under the Senate amendment 
the adjustment, to the extent it repre- 
sents appreciation or depreciation in 
the value of partnership assets after 
their contribution to the partnership, is 
available only to the transferee part- 
ner. [This is discussed in paragraph 
13. Ed.] 


8. Collapsible partnerships and other 


provisions common to distributions and 
transfers (secs. 751-755).—Both the 
House bill and the Senate amendment 
provide for the treatment as ordinary 
income of certain gain from the dis- 
position of an interest in a “collapsible 
partnership.” The Senate amendment, 
however, made several technical 
changes in the House bill. Among these 
is the elimination of a special exclu- 
sion for a transferee in such a partner- 
ship, which under the House bill can 
be used to offset certain income from 
unrealized receivables or inventory 
items subsequently received by the 
partnership. Under the Senate amend- 
ment, the transferee may, if the part- 
nership so elects, obtain a special basis 
for such partnership assets under the 
provisions of section 743(b). [This is 
discussed in paragraph 14. Ed.] 


9. Effective dates (sec. 771).—The 
Senate amendment makes the provis- 
ions of subchapter K applicable for 
partnership years beginning after De- 
cember 31, 1954, instead of after De- 
cember 31, 1953, as provided by the 
House bill. The provisions dealing with 
collapsible partnerships (sec. 751) and 
the character of gain or loss on the sale 
by a partner of unrealized receivables 
or inventory items distributed to him 
(sec. 735(a)) are made effective for 
transactions after March 9, 1954. The 
provision dealing with adoption or 
change of taxable years of partnerships 
and partners (sec. 706) is made ef- 
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fective for taxable years beginning 
after April 1, 1954. 


10. Closing of partnership year (sec. 
706(c)).— Section 706(c)(2), as modi- 
fied under the conference agreement, 
makes clear that a partner who sells or 
exchanges his interest, or who com- 
pletely retires from a partnership, must 
include in his return his distributive 
share of partnership income, gain, loss, 
or other items described in section 
702(a) for the period ending with the 
sale, exchange, or liquidation. Thus if 
the partnership taxable year ends on 
December 31, 1955, and the partner re- 
tires or sells his interest on June 30, 
1955, he must, under regulations, in- 
clude in his taxable income his share of 
section 702(a) items accruing to June 
30, 1955. In this case, the Secretary 
may by regulations permit the partner 
to estimate this share by taking the pro 
rata part (determined according to the 
portion of the taxable year of the part- 
nership which has elapsed prior to the 
sale) of the amount of such items he 
would have included had he remained 
a partner until the end of the partner- 
ship year, thereby avoiding the ne- 
cessity of an interim closing of the 
partnership books. 

The application of section 706(c) (2), 
as modified under the conference agree- 
ment, may be illustrated as follows: 
Assume that a partner selling his part- 
nership interest on June 30, 1955, has 
a basis for his interest of $5,000, that 





New law clarifies Sec. 107 


THE HOUSE BILL provided that where an 
individual receives in a single year 80 
percent of his compensation for a par- 
ticular job in which he, or a partner- 
ship of which he is a member, was en- 
gaged for more than 36 months, he may, 
in computing his tax, spread this com- 
pensation over the period during which 
the job was performed. A member of a 
partnership was entitled to the benefits 
of this provision under the House bill 
only if he was such a member con- 
tinuously for a period of 36 months, or 
for the period during which the job was 
performed, prior to receipt or accrual 
of the compensation. A. partner who 
qualifies by being a partner for 36 


question on partners’ pay “q 


months prior to receipt or accrual of 
the compensation, although not a part- 
ner for the full period during which 
the job was performed, may spread 
such compensation only over the period 
in which he was a partner. 

The Senate amendment provides that 
for the purpose of applying the above 
rules, a partner shall be deemed to have 
been a member of the partnership for 
any period immediately prior to be- 
coming a partner in which he was an 
employee of the partnership, if he re- 
ceives or accrues compensation during 
the current year attributable to a job 
performed by the partnership during 
the period when he was an employee. 
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his pro rata share of partnership in- 
come and gain up to that date is $15,- 
000, and that he sells his interest for 
$20,000. His partnership year closes at 
the time of the sale and the $15,000 is 
includible in his return as ordinary in- 
come or capital gain depending on the 
nature of the gain to the partnership. 
This recognition of income and gain 
increases the basis of the partnership 
interest to $20,000 so that no further 
gain is recognized on the transfer. The 
transferee includes in his income only 
his distributive share for the remainder 
of the partnership year. 

The paragraph, as modified, also pro- 
vides that the taxable year of a part- 
ner whose interest is liquidated upon 
his death under the partnership agree- 
ment is not to close prior to the end of 
the partnership year. 
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11. Continuation of partnership (sec. 
708).—Section 708 under the confer- 
ence agreement provides that a sale or 
exchange within a 12-month period of 
50 percent or more of the total interest 
both in partnership capital and partner- 
ship profits will be considered as a 
termination of a partnership. However, 
a disposition of such interests by gift or 
on the death of a partner will not result 
in such a termination. 


12. Special partnership basis of dis- 
tributed property to a transferee (sec. 
732(d)).— Section 732(d) [Section 732 
is discussed in paragraph 4. Ed.] under 
the conference agreement applies only 
where the partnership has not made an 
election under section 754 to adjust the 
basis of partnership property at the 
time the partner acquired his interest. 
If such an election were in effect, the 
transferee would have a special basis 
adjustment allocable to him for purposes 
of such a distribution under the pro- 
visions of section 743(b). [This is dis- 
cussed in paragraph 13. Ed.] Under 
the conference agreement, section 732 
(d) permits a transferee partner, re- 
ceiving a distribution of partnership 
property (other than money) within 2 
years after acquiring his interest, to 
elect the same treatment he would be 
accorded if he had a special basis ad- 
justment with respect to the partner- 
ship property under section 743(b) 
(see the discussion of that section). 
The Senate amendment stated that 
the provisions of section 732(d) could 
be made mandatory under regulations 
when there was a distribution to a 
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transferee partner, whether or not made 
within 2 years after the transferee 
acquires his interest, if the fair market 
value of the distributed property (in- 
cluding money) exceeds 110 percent of 
its adjusted basis to the partnership 
immediately before the distribution. 
Under the conference agreement the 
provisions of section 732(d) may be 
made mandatory only if the fair market 
value of all the partnership property 
at the time of the transfer exceeds 110 
percent of its adjusted basis at such 
time. 


13. Optional adjustment to basis of 
partnership property (sec. 743(b)).— 
The conference agreement provides a 
simplified formula for the determina- 
tion of the elective special adjustment 
to the basis of partnership property on 
the transfer of a partnership interest 
by a partner. Under the rule provided, 
a purchaser or heir of an interest in a 
partnership will generally receive the 
same special basis with respect to the 
partnership property regardless of 
which of the interests is acquired. 

The Senate amendment made the 
amount of the adjustment depend on 
the difference between the transferee’s 
basis for his interest in the partnership 
and the transferor’s adjusted basis for 
the interest immediately prior to the 
transfer. The conference agreement 
provides that in the case of a transfer, 
the adjusted basis of partnership prop- 
erty is to be increased or decreased by 
the difference between the transferee’s 
basis for his partnership interest and 
his proportionate share of the adjusted 
basis of all partnership property. The 
amount of the increase or decrease is 
to constitute an adjustment affecting 
the transferee partner only. A partner’s 
proportionate share of the adjusted 
basis of partnership property is to be 
determined in accordance with his in- 
terest in partnership capital. Thus if a 
partner’s interest in such capital is one- 
third, his proportionate share of the 
adjusted basis of partnership property 
will, in general, be one-third of such 
basis. Where, however, an agreement 
with respect to contributed property is 
in effect, the agreement must be taken 
into account in determining a partner’s 
proportionate share. 


Example of operation of 743 

The application of section 743(b), as 
agreed to by the conferees, may be il- 
lustrated as follows, using an example 


analogous to that in the report of the 
Finance Committee (S. Rept. 1622, 83d 
Cong., 2d sess. p. 398). 

Assume that partner A dies when the 
balance sheet of the ABC partnership 
is as shown in Exhibit I. 





Exhibit I 
ASSETS 

Adjusted Market 
basis value 
OM a iS oss schonnee $ 5,000 $ 5,000 
Accounts receivable 10,000 10,000 

Property X 
(inventory) ..... 20,000 21,000 
Property Y (de- . 
preciable asset).. 20,000 40,000 
PO. cccscaces $55,000 $76,000 


LIABILITIES AND CAPITAL 
Adjusted Market 





basis value 
Liabilities ......... $10,000 $10,000 
Capital: 
Bataan cveeses 12,000 22,000 
Bisahaks crea mee 15,000 22,000 
sei tosatiauecee 18,000 22,000 
rere $55,000 $76,000 


Assume further that all partners share 
equally in profits and that the part- 
nership has made the election to ad- 
just the basis of partnership assets 
upon the transfer of a partnership 
interest. 

The amount of the adjustment under 
section 743(b) is determined by com- 
paring the basis of the transferee for 
his interest in the partnership with his 
proportionate share of the adjusted 
basis of partnership property. The basis 
of the transferee’s interest is $25,333, 
the value of his capital interest on A’s 
death, $22,000, plus his proportionate 
share of partnership liabilities, $3,333 
($10,000, the total partnership liabili- 
ties, divided by 3). The transferee part- 
ner’s proportionate share of the ad- 
justed basis of the partnership property 
is $18,333 ($55,000, the total adjusted 
basis of partnership property, divided 
by 3). Thus, the amount to be added to 
the basis of partnership property under 
section 743(b) is $25,333 less $18,333, 
or $7,000. It should be noted that the 
amount of the adjustment is not de- 
pendent on the basis of the transferor’s 
interest in the partnership. Under the 
conference agreement, the amount of 
the adjustment under section 743(b) is 
the same whether the transferee ac- 
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quired his interest from A, B, or C, 
either as an heir or as a purchaser. 

The manner of allocating the $7,000 
among the partnership properties and 
the effect of the transferee’s special 
basis for purposes of computing gain 
upon the sale of partnership property, 
depreciation or depletion and for de- 
termining the basis of property dis- 
tributed to the transferee, is the same 
as under the Senate amendment. 


Contributed property — 
no agreement 

The provision in subsection (b) that 
a partner’s proportionate share of the 
adjusted basis of partnership property 
is to be determined by taking into 
account a partnership agreement de- 
scribed in section 704(c) (2) with re- 
spect to contributed property may be 
illustrated by the following examples: 

Assume that A and B form a part- 
nership AB to which A contributes 
property X, a depreciable asset worth 
$1,000, with an adjusted basis to him of 
$400 and to which B contributes $1,000 
in cash. Assume further that during 
the partnership’s first taxable year 
property X appreciates in value to 
$1,200, and A sells his half interest in 
the partnership to C for $1,100. 

Under the rule stated in section 743 
(b) (1), if there is no agreement under 
section 704(c) (2) in effect at the time 
of the sale, the adjusted basis of the 
partnership property will be increased 
by the excess of the transferee part- 
ner’s basis for his partnership interest, 
$1,100, over his proportionate share of 
the adjusted basis of the partnership 
property, $700 ($400, the basis of prop- 
erty X, plus $1,000, the money, or a 
total partnership basis of $1,400, di- 
vided by 2). The amount of the adjust- 
me: therefore is $400, to be applied as 
an increase in the basis of partnership 
property. This amount will be allocated 
to property X with respect to the trans- 
feree only. If X is sold for $1,400, the 
gain to the partnership is $1,000 ($1,400 
received, less the partnership basis of 
$400 for property X). Thus, each part- 
ner has gain of $500 on the sale. C, the 
transferee, however, has special basis 
with respect to X of $400, which will 
decrease his gain to $100. 

If C purchased his interest from B 
(the partner contributing cash), C’s 
adjustment under section 743(b) would 
also be $400, computed in exactly the 
same manner as in the case of a pur- 

chase from A. 


Contributed property — 
partners’ agreement 

If, in the above example, the original 
partnership AB had a special agree- 
ment with respect to property X, stat- 
ing that upon the sale of that property, 
any gain, to the extent attributable to 
precontribution appreciation, was to be 
allocated entirely to the contributing 
partner, A, the computation of C’s spe- 
cial basis would differ from that indi- 
cated in example A. Under the part- 
nership agreement, A had, in effect, a 
basis of only $400 in the partnership 
assets (his basis for property X prior 
to its contribution to the partnership) 
and B had a basis of $1,000 (the full 
basis of his investment). C, who is A’s 
successor, has a proportionate share in 
the adjusted basis of partnership prop- 
erty of $400 (A’s share of partnership 
basis). The amount of the increase in 
the adjusted basis of partnership prop- 
erty under section 743(b)(1) is $700 
(the excess of $1,100, C’s basis for his 
interest, over $400, C’s share of part- 
nership basis). This amount constitutes 
an adjustment to the basis of partner- 
ship property with respect to C only. 

If X is sold by the partnership for 
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$1,400, the gain is $1,000 ($1,400 re- 
ceived, less the partnership basis of 
$400). Under the partnership agree- 
ment, $600 of this gain is allocable to C 
as A’s successor. The remaining $400 
gain is not subject to the agreement, 
and is allocable to B and C equally, i.e., 
$200 each. However, C has a special 
basis of $700 under section 743(b) 
which reduces his gain from a total of 
$800 to $100. B has a gain of $200, and 
is unaffected by the transfer of A’s 
interest. 

If in the preceding illustration C 
purchased his interest from B instead 
of from A, his special basis in partner- 
ship property would differ from that 
where he purchased it from A because 
of the agreement under. section 704(c) 
(2). In this case, C is a successor to B 
whose proportionate share of the basis 
of partnership property is $1,000, in- 
stead of A whose proportionate share 
of the partnership basis is $400. As a 
result the adjustment under section 
743(b) (1) is the excess of C’s basis for 
his interest, $1,100, over his propor- 
tionate share of the basis of partner- 
ship property, $1,000, a $100 adjustment. 

In this case, if property X is sold for 





PARTNERS MAY INCUR TAX BURDEN IF 
NEW PARTNER ASSUMES EXISTING LIABILITIES 


ONE TRAP FOUND in the partnership sec- 
tions of the new tax law should be 
watched by firms taking in new mem- 
bers. If the incoming partner assumes 
any of the existing liabilities of the 
firm, an increase in taxable income to 
previous partners may develop. 

Under Section 752, an increase in a 
partner’s share of liabilities is a con- 
tribution to the partnership and a de- 
crease is a distribution by the partner- 
ship to the old partners. When a new 
partner assumes existing liabilities the 
amount in excess of the basis for the 
existing partners’ interesis is taxable 
to them as gain. 

Taking an example given to the Sen- 
ate Finance Committee by the New 
York State Bar Association (Hearings, 
Vol. 3, p. 1559), suppose that A and B 
have an equal partnership with assets 
of $230, liabilities of $180 and capital 
accounts of $25 each. C is to be ad- 
mitted as an equal partner with A and 
B upon the payment of $25 in cash. If 


C is admitted after section 752 becomes 
effective then C will become liable for 
one-third of the liabilities of the part- 
nership or $60. Under the provisions of 
subsection 752(b) the reduction in A’s 
and B’s share of the liabilities (amount- 
ing to $30 each) would be treated as a 
distribution of money to them. Thus A 
and B would have a taxable gain of $5 
each since the reduction in their lia- 
bilities, which is treated as a distribu- 
tion of money, exceeds the basis of 
their interest in the partnership. The 
fact is, of course, that neither A nor B 
have realized any gain and that they 
should not be subjected to a tax in 
these circumstances. 

This strange result can be avoided if 
section 752 is construed to be not 
effective with respect to liabilities 
existing at or before the effective date 
of the enactment of the bill, or alterna- 
tively, if the scope of section 752 is 
restricted to contribution or distribu- 
tion of assets subject to liabilities. -o- 
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$1,400, the partnership gain is $1,000 
($1,400 received, less the partnership 
basis of $400). Six hundred dollars of 
the gain is allocable to A under the 
partnership agreement as precontribu- 
tion appreciation. The remaining $400 
is allocable in the amount of $200 to A 
and $200 to C. Since C has a special 
transferee basis of $100 under section 
743(b), his gain is reduced to $100. 
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Transferee’s position 

As indicated by the above examples, 
where a partnership agreement, de- 
scribed in section 704(c) (2), with re- 
spect to contributed property is in 
effect, the special adjustment available 
to a transferee partner will vary de- 
pending on which partner’s interest he 
obtained. This treatment preserves the 
positions of the nontransferee partners 
with respect to precontribution ap- 
preciation or depreciation as provided 
under the partnership agreement. 

Under the Senate amendment, the 
special section 743 basis adjustment, 
described above, for a transferee is 
used in the case of distributions as 
well as for purposes of determining 
depreciation, depletion, or gain or loss. 
This rule is continued under the con- 
ference agreement whether the basis 
adjustment under section 743(b) is 
computed by reference to an agreement 
under section 704(c)(2), relating to 
contributed property, or without ref- 
erence to such an agreement. Accord- 
ingly, where a section 704(c) (2) agree- 
ment is in effect, the basis of partner- 
ship property for purposes of distribu- 
tions will be computed in the manner 
shown in examples (B) and (C) above. 
The agreement under section 704(c) 
(2) is also given effect in determining 
the basis of distributed property if the 
provisions of section 732(d) are ap- 
plicable, since this subsection provides 
the same basis for distributed prop- 
erty as would be obtained under sec- 
tion 743(b). If neither section 743(b) 
nor section 732(d) is applicable, the 
basis of property distributed to a trans- 
feree partner is not affected by a part- 
nership agreement under section 704 
(c)(2) with respect to contributed 
property. 

If property with respect to which the 
transferee has a special basis under 
section 743(b) is distributed to a part- 
ner other than the transferee, then the 
transferee partner’s special basis al- 
locable to such property is shifted to 
other property remaining in the part- 
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nership (or distributed to the trans- 
feree in the same transaction) in the 
same manner as is described on page 
400 of the report of the Committee on 
Finance with respect to the Senate 
amendments (S. Rept. 1622, 83d Cong., 
2d sess.). 


14. Unrealized receivables and inven- 
tory items (sec. 751).— Section 751(b) 
of the Senate amendment provides that 
certain distributions to a partner are 
to be treated as a sale or exchange of 
property between the partner and the 
partnership (as constituted after the 
distribution). 

Under the conference agreement, it is 
made clear that section 751(b) (1) ap- 
plies only where a partner receives a 
distribution of unrealized receivables 
or substantially appreciated inventory 
items and such property is received in 
exchange for the distributee partner’s 
interest in other partnership property. 
Such a transaction is considered a sale 
by the partnership (as constituted 
after the distribution) to the distribu- 
tee partner of unrealized receivables 
and inventory items owned by the part- 
nership. The partnership (as consti- 
tuted after the distribution) realizes 
ordinary income from such a distribu- 
tion since it is treated as having ex- 
changed unrealized receivables or in- 
ventory items. The distributee partner 
realizes capital gain (or loss) from such 
a distribution since he is treated as 
having exchanged property other than 
unrealized receivables or inventory 
items. 

It should be noted that section 751 
(b) (1) is not applicable to a distribu- 
tion to a partner of his proportionate 
share of partnership inventory items or 
unrealized receivables where such a 
distribution is not in exchange for his 
interest in other partnership property. 
If the distribution is, in part, a distri- 
bution of the distributee partner’s pro- 
portionate share of unrealized receiv- 
ables or inventory and, in part, is a 
distribution in exchange for the dis- 
tributee partner’s interest in other part- 
nership property, an allocation must be 
made, under regulations, between the 
two categories, both for the purposes of 
the distributee partner and the part- 
nership. 

The conference agreement makes 
clear that section 751(b) (2) applies to 
the converse situation, ie., ¢ distribu- 
tion which is equivalent to a disposition 
by the distributee partner of his inter- 


est in unrealized receivables or sub- 
stantially appreciated inventory items 
in exchange for other partnership 
property. The distributee partner rea- 
lizes ordinary income for the interest 
in unrealized receivables or inventory 
items which he gives up. The amount 
of this gain is determined by reference 
to his proportionate share of the basis 
to the partnership of the unrealized re- 
ceivables or inventory items and the 
fair market value of the property re- 
ceived in exchange. The partnership 
realizes capital gain (or loss) with re- 
spect to the property distributed to the 
partner in exchange for his interest in 
unrealized receivables or inventory 
items. The gain or loss to the partner- 
ship is attributable to the partnership 
as constituted after the distribution, 
i.e., to the partners other than the dis- 
tributee. 


15. Definitions (sec. 761).— Section 761 
contains definitions applicable to sub- 
chapter K. The conference agreement 
with respect to section 761(c), which 
relates to the definition of a partner- 
ship agreement, makes clear that a 
partnership agreement with respect to 
a particular taxable year may be made 
or modified subsequent to the close of 
the taxable year, but not later than the 
date prescribed by law for the filing of 
the partnership return for such year 
(not including any extension of time). 
Accordingly, a partnership agreement 
under section 704(c) (2) which makes 
a special allocation among the partners 
of depreciation, depletion, or gain or 
loss with respect to contributed prop- 
erty, may be adopted at any time prior 
to, and including, the day prescribed 
by law (not including any extension of 
time) for the filing of the partnership 
information return. The authorization 
to revise or amend the partnership 
agreement subsequent to the close of 
the taxable year is subject, of course, 
to the provisions of section 704(b), re- 
lating to distributive shares of partner- 
ship items of gain, loss, etc. 

The conference agreement with 


re- 
spect to section 761(d), defining the 
term “liquidation of a partner’s in- 


terest,” indicates that the term in- 


cludes a liquidation made by means of 
a series of distributions as well as a 
single distribution. A series of distri- 
butions in pursuance of a plan to term- 
inate the interest of a partner, whether 
occurring in one or more taxable years, 
is subject to the provisions of subchap- 
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ter K which pertain to liquidations. In 
such a case, the basis to the distributee 
of the distributed properties will be 
determined by reference to the basis 
of the distributee for his interest in the 
partnership under section 732(b), 
rather than under the provisions of 
section 732(a), relating to nonliquidat- 
ing distributions. 


16. Effective date (sec. 771).— Section 
771 of the Senate bill contains a general 
effective date for the application of 
subchapter K, and special provisions 
relating to the application of certain 
sections of subchapter K. 

Sections 771(a), as amended by the 
Senate, provided that, in general, sub- 
chapter K would be effective as to (A) 
partnership taxable years beginning 
after December 31, 1954, and (B) tax- 
able years of partners in which or with 
which such partnership years end. The 
1939 Code was applicable to preceding 
taxable years of partnerships and 
partners. 

Section 771(a) under the conference 
agreement provides that subchapter K 
is applicable to any part of a taxable 
year of a partner falling within a part- 
nership taxable year beginning after 
December 31, 1954. Thus, if the part- 
nership and the partners are on differ- 
ent taxable years, the provisions of 
subchapter K will become effective at 
the same time both for the partnership 
and the partners. Accordingly, any dis- 
tribution by the partnership or transac- 
tion between the partners and the part- 
nership will be subject to the rules of 
sections 731-736, and section 707 re- 
spectively, both for the partner and the 
partnership, if the partnership taxable 
year begins after December 31, 1954, 
even though the taxable year of the 
partner affected may commence at a 
date subsequent to the beginning of 
such partnership taxable year. 

Section 771(b)(1) of the Senate 
amendment provides that section 706 
(b) (relating to the adoption of a tax- 
able year by a partnership or partner) 
is to apply to the adoption of, or change 
to, a taxable year beginning after April 
1, 1954. Under the conference agree- 
ment, an additional sentence in section 
771(b) (1) provides that, in applying 
section 706(b), the rules of section 708 

(relating to the continuation of part- 
nerships) are to be applicable without 
regard to the general effective date for 
subchapter K. Thus, in the case of a 
merger of two or more partnerships, 








the resulting partnership will be a 
continuation of the dominant partner- 
ship under section 708(b) (2) (A), and 
may continue to use the taxable year 
of such predecessor partnership be- 
cause it is not “adopting”or “changing” 
a taxable year. 

Under the conference agreement a 


paragraph (4) has been added to sec- 


tion 771(b) of the Senate amendment. 
The paragraph restricts the application 
of section 753 to decedents dying after 
December 31, 1954, and leaves un- 
changed the treatment of payments 
made with respect to prior decedents. 
No inference is intended as to the in- 
clusion of the value of the right to such 
payments in the gross estate of dece- 
dents dying prior to January 1, 1955. 
Under the conference agreement, a 
subsection (c) has been added to sec- 
tion 771 of the Senate amendment. 
Subsection (c) provides that in the 
case of a partuership taxable year be- 
ginning after December 31, 1953, and 
prior to January 1, 1955, a partnership 
may elect to apply certain rules of sub- 
chapter K with respect to nonliquidat- 
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ing distributions. The election is to be 
made under regulations prescribed by 
the Secretary or his delegate and is 
binding on the partnership and all its 
members. 

If an election is made under section 
771(c) the rules of sections 731 (re- 
lating to recognition of gain or loss on 
distributions), 732(a), (c), and (e) 
(relating to the basis of distributed 
property), 733 (relating to the basis of 
a distributee partner’s interest), sec- 
tion 735 (relating to character of gain 
or loss on disposition of distributed 
property), and 751(b), (c), and (d) 
(relating to unrealized receivables and 
inventory items) will be applicable to 
all nonliquidating distributions made 
during the taxable year. In addition to 
the sections referred to, the distribu- 
tion will be subject to the rules of sec- 
tions 705 (relating to the basis of a 
partner’s interest), 752 (relating to 
liabilities), and 761(d) (relating to the 
definition of the liquidation of a part- 
ner’s interest) to the extent such sec- 
tions are applicable to nonliquidating 
distributions. =-0- 


New decisions this month 





Tax Court improperly disregarded wife 
as partner. The Tax Court had disre- 
garded the wife as a member of a 
partnership because she rendered no 
services, her interest arose out of gifts 
and her husband exercised control over 
her capital account. The Circuit Court 
finds that the gift of interest was valid 
and that the control was not more than 
a husband would normally exercise. 
Hence, since she intended to join as a 
partner in conducting the business, her 
share of the profits must be taxed to 
her. (The years involved were 1944, 
1945 and 1946, prior to income splitting 
by husband and wife in non-commun- 
ity-property states). Dorsey Estate v. 
Comm., CA-5, 6/30/54. 


Family partnership not valid. Tax- 
payer, in 1942, bought out his wife’s 
share in their community business. 
About a year later irrevocable trusts 
for their children were created to which 
the father gave War Bonds, and the 
wife one of the husband’s notes. The 
parents were trustees. At the same time 
the business became a partnership — 
the trusts transferring their assets and 
the wife another note of her husband. 
All transactions of the partnership re- 


quired the consent of the husband. He 
was given the right to buy out other 
partners. The Court said the source of 
the capital in the father is not de- 
terminative, but the partnership had 
no real existence because of (1) no 
change of control, (2) the right in the 
managing partner to terminate, (3) 
lack of judicial control through a court 
controlled trustee, (4) lack of expecta- 
tion that the children would join the 
business, (5) large salary of the man- 
aging partner. Smith v. Westover, D.C. 
Calif., 6/24/54. 


Tax Court improperly disregarded 
trust as limited partner. The Fifth Cir- 
cuit holds that the Tax Court im- 
properly used the “objective” tests of 
the now overruled Lusthaus (327 U.S. 
293) and Tower (327 U.S. 280) cases in 
assigning all the partnership income to 
the active partners. Trusts for children 
were established by gift of interest and 
became, under Louisiana law, in effect 
limited partners not entitled to be 
active in management. However there 
is evidence that the trustee intended 
to join in the business. This is the 
proper test under the Culbertson case 
(337 U.S. 733). Tax Court reversed. 
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Widow taxed on usufruct till re- 
nounced; division of partnership profit 
without salary approved. Under Louis- 
iana law, the taxpayer, as widow, was 
entitled to the income of her husband’s 
half of their community property —a 
store. This half was to go to their sons 
ultimately. Her renunciation of the in- 
come is effective from its date, not the 
date of death of her husband. There- 
fore she is taxable on all the income of 
the store up to the date of renuncia- 
tion. Although she managed the store 
and her two sons were minors who 
performed no services, the division of 
the income thereafter, 50% to her and 
25% to each son, is approved. The 
Commissioner sought to charge her 
with a salary. The Tax Court said the 
division of income was bona fide and 
reasonable. Frances Marcus, 22 TC 
No. 100. 


Taxpayer bought non-amortized in- 
terest in partnership — not specific as- 
sets. The taxpayer contended that he 
bought certain contracts from a part- 
nership of which his father’s estate 
was a member. Since the contract had 
only two years to run, he claimed 
amortization. The Court found, from 
the documents, etc., that the taxpayer 
purchased the estate’s interest in the 
partnership, not specific assets. Ander- 
son v. U.S., D.C. Calif., 6/30/54. 


Income from partnership to date of 
death taxable when received by estate. 
Tyree, a doctor on a calendar year 
basis, was a member of a partnership 
on a February 28 year. He died August 
21, 1946. The Tenth Circuit found that, 
under the Utah law and the partner- 
ship agreement, the partnership was 
not ended at taxpayer’s death. It agreed 
with the Tax Court that his share for 
the period March 1 to August 21 was 
taxable to his estate when available the 
following February 28. It said the 
identical result had been reached in 
the Third, Fourth and Eighth Circuits. 
Estate of Joseph E. Tyree v. Comm., 
CA-10, 7/17/54. 


Deceased pariner’s income not taxable 
till available. Taxpayer died December 
22, a member of a partnership whose 
year ended August 31. The partner- 
ship agreement provided that he would 
share in profit till the next January 1 
when he would have the right to the 
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profits and an accounting. Held that 
income from September 1 to December 
31 of the year of death is income of the 
estate. McGowan Estate v. Jarecki, DC 
Tll., 7/15/54. 


Wife recognized as co-owner. In 1931 
taxpayer’s wife provided money to 
back his development of a process to 
reproduce metal dental plates. He 
orally agreed to give her a 75% interest. 
This was reduced to writing in 1935. 
In 1942 taxpayer patented the device 
and transferred it to a partnership 
which entered into an agreement with 
and licensed the patents to a manufac- 


turer. The Court found that the wife 
obtained a 75% interest in the inven- 
tion and that 75% of the husband’s in- 
come in the partnership should be 
taxed to her. Forton, TCM 1954-102. 


Joint venture with wife upheld. Tax- 
payer claimed that he had an oral 
agreement with his wife whereby she 
advanced to him the capital to enter a 
partnership with three others, and he 
promised to pay her half the profits. 
The Court found that this was a fact 
and that half his share of the partner- 
ship profit should be taxed to the wife. 
D. D. Hagan, TCM 1954-106. 





Miscellaneous 





new decisions 








No cabaret tax in private club. Tax- 
payers ran a club providing food, 
drinks, juke box music and space for 
dancing. The admission was restricted 
to employees of Boeing Airplane Com- 
pany who were identified by their 
badges. The taxpayers paid a cabaret 
tax from August 1952 to March 1953. 
When they filed for a refund of the tax 
paid the District Court allowed it be- 
cause although they operated for a 
profit the public was not admitted nor 
was a public performance given for 
profit. Bomber Club, Inc. v. Brodrick, 


No deduction for property in East Ger- 
many. In 1924 taxpayer inherited an 
undivided interest in real estate in 
Naumberg, Germany. He claimed no 
war loss in 1941. However he claimed 
loss in 1945 upon withdrawal of Amer- 
ican forces and entry of Russians. The 
title is still in the taxpayer and the in- 
come is apparently being deposited in 
a blocked account in a Russian bank. 
The Tax Court held that no identifiable 
event occurred in 1945 so as to make a 
loss allowable then. Estate of Wladimir 
Von Dattan, 22 TC No. 103. 


First year oil and gas lease rentals de- 
ductible. Tax Court sees no reason why 
first year rentals payable on oil and gas 
leases should not be deductible as are 
subsequent year and delay rentals. 
“Both are fixed sums paid in advance 
to secure to the payor the right to hold 
the lease . . . without the necessity of 


drilling wells or making further pay- 


ments, except royalties on mineral pro- 
duced. In contrast to royalties, which 
are not paid for time but for oil and 
gas, taken or to be taken, .. . rentals 
are not subject to depletion by the 
payee.” Taxpayer was therefore per- 
mitted to deduct first year rentals paid. 
Olen F. Featherstone, 22 TC No. 96. 


First year oil lease rentals are deducti- 
ble. The District Court is sustained in 
holding that first year oil lease rentals 
paid to the government are deductible. 
This court said they were made for the 
continued use and possession of a de- 
feasible interest and therefore they are 
deductible. Dougan, U.S. v., CA-10, 
7/8/54. 


Oil leases held used in _ business. 
[Acquiescence] The Tax Court found 
that taxpayer’s intention when he 
bought the property was to produce 
oil. Sales of leasehold interest made 
were solely to raise funds to continue 
drilling. The gain on the sale was 
capital under 117(j), not ordinary in- 
come of a dealer in leases. June L. 
Bailey, 21 TC No. 76. Acq. IRB 1954-27. 


Children with divorced wife not proved 
as dependents. Taxpayer paid his ex- 
wife both alimony and support for 
their two children. He claimed both as 
dependents and she claimed one. Tax 
Court heid he had not proved that he 
provided over half of the support of 
the children. Daniel V. Donaway, TCM 
1954-108. 
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Federal law proposed to regulate 


tax practice & tax practitioners 


SEVERAL BILLS INTRODUCED in Congress 
since the Agran decision, (JTAX, July 
54, p. 39) would enact federal law to 
regulate tax practice. The Agran opin- 
ion is being widely interpreted as 
being a threat to the right to practice 
in tax matters to all but lawyers. The 
proposed legislation would authorize 
the Secretary of the Treasury, as a 
matter of law, to prescribe rules of 
practice which would not deny the 
right to practice because of failure of a 
practitioner to be a member of any 
particular profession. 

One bill, HR 10,007, introduced by 
Rep. Lipscomb of California would 
“authorize the Secretary of the Treas- 
ury to prescribe regulations relating to 
the qualifications of persons who assist 
taxpayers in the determination of their 
Federal tax liability, and for other 
purposes.” 

His bill provides that “the Secre- 
tary of the Treasury shall by regula- 
tion prescribe, to the extent that he 
considers practicable and desirable, 
qualifications, rules of practice, and 
standards of ethical conduct applicable 
to persons who assist taxpayers in the 
determination of their Federal tax lia- 
bilities within the administrative set- 
tlement process of the Internal Reve- 
nue Service; but no person shall be 
denied the right to engage in such 
activities solely because he is not a 
member of any particular profession 
or calling.” 


Need for federal control 

In introducing the bill, Mr. Lipscomb 
made the following statement outlining 
his views on why increasing numbers 
of tax practitioners are needed. 

As passage of HR 8300 becomes im- 
minent, he said, we should be more 
aware than ever of the taxpayers’ need 
for professional help in the determina- 


tion and settlement of his Federal tax 
liabilities. Although the Internal Reve- 
nue Code of 1954 will result in simpli- 
fication and improvement of the admin- 
istration of the tax code, it contains a 
multitude of changes which in them- 
selves will result for a time in consid- 
erable confusion for the taxpayer. In 
order to take full advantage of the tax 
relief Congress intended them to have, 
many individuals are going to require 
professional advice. At least until the 
new regulations become settled, an 
abnormal number of disputes can be 
expected to arise between the Com- 
missioner and the taxpayer. Again, it is 
imperative that the taxpayer have 
competent representation when such 
disputes arise. 

In March of this year Commissioner 
Andrews stated that the Government 
receives 65 million returns a year and 
at least 10% of the taxpayers sub- 
mitting these returns get professional 
help. He also indicated that many 
others probably need such help but 
they either do not recognize the need 
or they cannot afford it. It is apparent 
that it is to the interest of the govern- 
ment to encourage professionally com- 
petent persons to engage in such work. 
To the extent that such professionals 
are available, the Government profits 
from a collection process which is ef- 
ficient, economical and equitable. This 
is recognized by Commissioner An- 
drews. In a talk delivered in Texas last 
year the Commissioner made it very 
clear that his agency wishes to en- 
courage those who render such serv- 
ices. I quote Commissioner Andrews: 

“Now, my friends, in a system such 
as we have we cannot for one minute 
admit that anyone may restrict the 
right to practice before the Internal 
Revenue Service. There are too many 
people subject to our laws; there are 
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too many tax returns that have to be 
filed, and there are already too few 
of us who are qualified to help. We 
cannot under any circumstances reduce 
the number who are qualified. Rather, 
we think that to the fullest extent pos- 
sible, the right to practice ought to be 
extended rather than restricted.” 

The very success of the Internal 
Revenue Service depends on maintain- 
ing this attitude on who may help the 
taxpayer and the Government in this 
monumental task. 

Recently this matter of who is quali- 
fied to render professional assistance 
to a taxpayer in settling disputes which 
may arise in the course of determining 
his tax liability has been thrown into 
a state of confusion by certain state 
court decisions. Apparently the state 
courts are not certain just what func- 
tions may be performed by agents en- 
rolled to practice before Treasury. 
What has in the past been considered 
well within the scope of the legitimate 
activities of an enrolled agent has re- 
cently been held by a California court 
to be the unauthorized practice of law. 

The purpose of H.R. 10007, which I 
have introduced, is to grant the Secre- 
tary of the Treasury authority to pro- 
mulgate regulations which will clearly 
define who may represent a taxpayer 
in the course of any administrative 
conferences which may arise in de- 
termining his tax liability. If we are 
to give the Secretary of the Treasury 
and the Commissioner of Internal 
Revenue the administrative latitude 
they need in collecting the taxes re- 
quired to finance the Government of 
the United States, it is imperative that 
the Congress grant this authority. 


Reed introduces similar bill 

Rep. Reed of New York, chairman 
of the Ways and Means Committee, 
introduced a similar bill on July 15, 
which would, however, grant the Sec- 
retary of the Treasury authority to 
regulate those who prepare tax re- 
turns as well as those who represent 
the taxpayer in the settlement process. 


Major effort made to get 


individual retirement funds 

TWENTY NEW YORK STATE REPUBLICAN 
CONGRESSMEN joined forces last month 
to introduce eight identical bills into 
the House of Representatives (HR 
9618-9625) which would permit indi- 
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vidual taxpayers to set up retirement 
funds for themselves. 

The general plan of the proposal 
would be to permit any working per- 
son, upon election, to set aside an- 
nually a small part of his earned in- 
come free of tax, in a retirement fund, 
and to withdraw and pay tax on this 
fund after reaching age 65, or upon 
earlier disability. 

Every working persons would be 
entitled to set up his own retirement 
fund, whether or not he was eligible 
for social security benefits, or retire- 
ment benefits from a plan of his em- 
ployer, or both. 

A statement issued by the twenty 
sponsors of the proposal said the bill 
contained the following features: 

“(1) Universal application to all 
working people whether or not self- 
employed. This will enable those pres- 
ently included in social security and 
other employee retirement plans to 
supplement that limited retirement in- 
come, if they care to do so. 


The Journal of Taxation ° 


“(2) The general limitation upon 
the amount that may be set aside each 
year is five percent of earned income, 
with a ceiling of $3,000. These rates 
will not be effective until 1957, and 
lower, graduated rates are provided 
for the first two years. Thus the major 
benefits of the plan will accrue to 
those of modest and middle incomes. 

“(3) The individual may select the 
investments for his fund with fairly 
broad authority. 

“(4) The individual may plan his 
own program of distribution at age 65 
or upon prior disability, and is not re- 
quired to take regular payments from 
the fund. 

“(5) Capital gain treatment is lim- 
ited to lump sum distribution, if that 
method is elected. 

“(6) The effective date of the bill is 
January 1, 1955, and this, together 
with other limitations, will drastically 
reduce the impact of the proposal upon 
current revenues needed by the Gov- 


” 
ernment. —9— 


How much should professional 


services in estate planning cost? 
IN DISCUSSING THE FUNCTION of each of 
the four experts in estate planning 
O. D. Westfall says, “ordinarily it will 
be in the best interest of the estate 
owner to have his planning done by a 
team composed of a representative 
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from each of these four professions: 
accountancy, law, life underwriting 
and trust management.” Agreeing that 
all of these skills are useful, we raise 
the question of what the small property 
owner is to do in trying to set up his 
own plans. He can’t afford, and is gen- 
erally not equipped to deal with, all of 
these professional advisors. How small 
does an estate have to be to escape the 


need for such quadruple advice? We 
suspect that too many testators make 
inadequate arrangements because of 
their difficulty in dealing with this 
maze of professional assistance. We 
would welcome comments from readers 
as to how to get adequate service for 
an individual whose resources do not 
permit the retaining of such an im- 
pressive battery of professional skill. 





Advantages of having pariners 


ina professional practice 


MANY ADVANTAGES OTHER THAN financial 
accrue to the lawyer who practices 
with one or more partners, says Paul 
Carrington in his much-quoted address 
before the Wisconsin Bar Association 
last year. These observations apply also 
to accountants, in the judgment of 
those with whom we have discussed the 
question. One of Mr. Carrington’s 
principle points is that the partnership 
can more easily handle clients’ work in 
an orderly manner. Office work and 
courtroom work both suffer less, when 
they have to be done simultaneously, 
if other partners are participating; 
and of course, work proceeds much 
more effectively during periods of en- 
forced absence for out-of-town en- 
gagements, vacations, illnesses, attend- 
ance at meetings, and similar events. 
The accountant’s problem with respect 
to field work is just as great as is the 
lawyer’s with courtroom work; perhaps 
more so in many cases. 

Mr. Carrington touches on what has 
always been reported to us as one of 
the principle disadvantages of prac- 
ticing alone, namely, a kind of profes- 
sional loneliness and lack of communi- 
cation which makes it impossible to 
discuss the details of current work 
with a knowledgeable and interested 
person. 

Two heads are better than one. The 
background of varying experience and 
different attitudes and different ap- 
proaches to the same problems time 
and time again demonstrate that. Even 
in the simplest of offices a fair and 
more equitable division of work often 
involves one man ordinarily taking one 
type of work and the other one taking 
another type of work. Even in a two- 
man office there is some tendency 


toward division of work along lines 
approaching specialization. That is all 
to the good. The law is so complex, has 
so many fields, and is so complicated, 
that it is extremely difficult for one 
man to keep up in every field and be 
available to advise his clients on any 
subject without research applicable to 
that client alone or to almost every 
problem. The lawyer who can handle 
recurrent problems of the same type 
from time to time has an advantage 
over someone who does not do that, 
from the standpoint of efficiency and 
promptness of service for the client. 
Team-work always inspires the best 
efforts. 


Disadvantages. There is alive in our 
profession a belief that every man is 
his own master. There is a spirit that 
everyone wants to be completely inde- 
pendent, and that philosophy has much 
to do with the long-time standing 
situation by which men practiced law 
by themselves, solo. It is an opinion 
that must be partial because of my 
lack of experience on the other side of 
the fence. 

There is some reluctance about hav- 
ing a partner because of the general 
feeling that perhaps the other partner 
involves the necessity that one or the 
other must on one occasion or another 
be the beneficiary of the arrangement, 
that it will not work out evenly. That 
has been a very strong deterrent to 
the organization of partnerships. I sup- 
pose that the figures fail to show those 
solo practitioners who have office ar- 
rangements in which others share in 
overhead and in some of the day-to- 
day activities that partners in some 
extent might share, but in which each 
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is completely independent financially 
and hence they are not statistically or 
actually partners. 

A division by partners is assumed by 
so many to be a 50-50 arrangement. 
There are alternative arrangements 
but they are very infrequently used, 
except in organizations of a half-dozen 
or more. There is no reason at all why 
some arrangement may not be made 
between two men by which, at the end 
of the year after each has taken a fair 
drawing account, they can outlook at 
what happened and divide it on a fair 
and equitable basis, knowing that the 
continuation of their arrangement de- 
pends on the fairness of each to the 
other. That sort of a situation prevails 
in larger groups or firms of lawyers 
all over the country, in one form or 
another. That sort of a relationship in 
two-man offices has not been tried 
nearly enough. As of the conclusion 
of the year, if your figures are accurate 
and if you have the data available as 
to who did what and when and how 
productive in dollars that amounted to, 
a fair division can be worked out eas- 
ily. If an unfair division is insisted 
upon, there still has been a benefit up 
to that point. An unfair division is not 
going to be insisted upon with the ex- 
pectation of a continuation of the 
partnership. 

There are alternative formulas avail- 
able other than a division in terms of 
percentage of the net income of the 
firm as of the end of the year. I have 
mentioned one: simply, a certain draw- 
ing account and then a look and a di- 
vision as of the end of the year. This 
can be contractual, if you please. You 
can agree what each shall have in ex- 
cess of a drawing account that is fair, 
admitting that you are each going to 
have a minimum. You will then award 
the excess of the income produced by 
the firm at the end of the year in ac- 
cordance with actual performance. You 
can do that, I say, if you preserve the 
records showing who did what. 

All sorts of variations of these form- 
ulas are actually in use in one form or 
another all over the country. The 
average performance over a period of 
five years may be thought to be a 
fairer test for a partner than the per- 
formance of the last twelve months. 
Some other combination and agreed 
minimum for each partner may be 
worked out. The thing that I want to 
emphasize is that the advantages of 
partnerships are real and the disad- 


vantages that I have been talking about 
may be greatly minimized by flexi- 
bility in your partnership arrangement, 
carefully thought out and discussed 
and agreed upon to fit the peculiarities 
of the two or three or more men 
actually involved. Individualized and 
personalized arrangements make sense. 


West Virginia Institute to be 
held December 2, 3 and 4 


WorpD HAS JUST BEEN RECEIVED THAT THE 
fifth annual Tax Institute, sponsored 
by the West Virginia University Col- 
lege of Commerce, the State society of 
CPAs, and the State Bar of West Vir- 
ginia, will be held in Morgantown on 
December 2, 3 and 4. The two principle 
features of the meeting will be the new 
revenue code and procedure in net 


worth cases. -0- 


Tulane Tax Institute scheduled 
for November 17-19 


IN ADDITION TO MAJOR EMPHASIS ON THE 
1954 tax law, the fourth annual Tulane 
Tax Institute will devote attention to 
creation and uses of special structures 
for tax purposes, tax aspects of for- 
eign branches and affiliates, profit shar- 
ing plans for small businesses, tax 
problems of the oil and gas industry, 
real estate financing, income and estate 
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tax consequences, oil development 
financing, major tax differences be- 
tween federal and Louisiana income 
tax laws. 

This fourth annual Tulane institute 
is sponsored jointly by the schools of 
business administration and law at Tu- 
lane University, with the assistance of 
most of the accounting and law or- 
ganizations in Louisiana and adjoining 
states. Program chairman is Abner E. 
Hughes, of New Orleans. -o- 


California CPAs forbid use 


of “tax consultant” 
A MEMBER OF THE CALIFORNIA SOCIETY of 
cpas will not be permitted to list his 
name under the heading, Tax Con- 
sultant, Tax Expert, or similar heading, 
according to an amendment to the 
society’s by-laws, adopted at the annual 
meeting in San Francisco in June. This 
action is in line with what seems to be 
the current thinking in the more con- 
servative CPA circles to 

(a) follow the example set by the 
bar association which prohibits its 
members from designating their spe- 
cialties, and 

(b) to bend over backward to 
comply with what seems to be the 
meaning of the Bercu decision that a 
non-lawyer who holds himself out to be 
a “tax consultant” may be in danger of 
being accused of practicing law. 








How THE TAX LAW GETS COMPLICATED — A BANKER’S VIEW 
THE TAX ON DIVIDENDS has been a subject of complaint for eighteen years. 


Until 1936 dividend income was exempted from the individual income tax 
on the ground that such income had already been taxed in the form of 
corporation earnings. Since that time, dividend income has been taxed 
twice — once to the corporation and once to the receiving stockholder. The 
important point, however, is not that it is a double tax but that it is a 
discriminatory tax. The corporate stockholder, as an individual and as a 
partial owner of the corporation, pays more than his share. 

This discrimination, in combination with high tax rates and the exemp- 
tion of State and municipal bonds, produces some results that are nothing 
short of fantastic. The rate of yield now obtainable from tax-exempt bonds 
averages about 2% per cent. To equal this yield by investing in corporate 
stock, an investor in the highest tax bracket would have to receive annual 
dividends, before taxes, equal to nearly 28 per cent of his investment. To 
pay such a dividend, the corporation, unless a very small one, would have 
to earn at the rate of nearly 58 per cent, even if it paid out all its earnings 
in dividends and retained nothing for expansion of its business. This 
necessary earnings rate ranges downward to 12 per cent in the case of a 
stockholder with $20,000 of taxable income and 7 per cent for one in the 
$4,000 income bracket.—from The Guaranty Survey, published by the 
Guaranty Trust Company of New York. 
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TAX PLANNING AND 


Business management 


FOR TAX MEN 


Management planning for new carry-back, 


research, depreciation provisions of °54 Code 


WESTON VERNON, JR., a partner of the 
New York law firm of Milbank, Tweed, 
Hope & Hadley, analyzed certain as- 
pects of the new tax law which are 
of immediate concern to decision-mak- 
ing executives last month at the 
American Management Association ses- 
sion on the new tax law. Here is the 
gist of his stuff. 


The 2-year carry-back 

Perhaps the most important respect 
in which our tax laws have departed 
from the concept of determining in- 
come solely by reference to events 
which occur in one calendar or fiscal 
year is with respect to the carry-backs 
and carry-forwards of net operating 
losses incurred in a trade or business 
or resulting from casualty losses, such 
as those arising from fires, storms or 
shipwrecks. 

Two major changes are made by the 
1954 Code with respect to net operat- 
ing losses. They are important, despite 
the complexities involved, because 
they 

(1) extend the period during which 
a net operating loss may be absorbed; 


and 


(2) change the method of computing 
the amount of net operating losses 
which may be deducted. 

The 1954 Code extends the period 
for the carry-back to 2 years instead 
of 1 and retains the 5-year carry-for- 
ward of losses. The net result there- 
fore is that under present law there 
will be what the Finance Committee 
Report describes as a “total span of 
eight years for absorbing a loss.” 

The extension of the carry-back to 
2 years applies to net operating losses 
for taxable years ending after Decem- 
ber 31, 1953, so that losses in 1954 may 
be carried back to 1952. 


The principal changes made by the 
new law in the method of computing 
net losses may be summarized as fol- 
lows: 

(1) An individual may treat as 
a part of his net operating loss the 
loss on the sale of all or a part of his 
business assets. 

(2) Tax-exempt income does not re- 
duce the net loss carry-over or carry- 
back. 

(3) Percentage depletion is deducti- 
ble in full in computing the amount of 
the carry-back even though it exceeds 
cost depletion. 

(4) Corporations are entitled to the 
dividends received credit without the 
limitation relative to total income. 

(5) No adjustments are made in the 
income for the year to which the loss 
is carried. 

While the above provisions liberalize 
the net operating loss deduction, Con- 
gress did not go the entire way in 
permitting the benefit of net operat- 
ing losses to be utilized in all in- 
stances where there are changes in 
the ownership of corporations. 


Sale of loss corporation 

Under the 1954 Code the benefit of 
the carry-over is eliminated complete- 
ly where a substantial change in stock 
ownership occurs. The law defines 
what is meant by a substantial change 
in ownership in Section 382 (a). Un- 
der this provision denial of the carry- 
over will occur even though the same 
corporate entity is involved, if the 
corporation changes its business and 
if one or more of the ten persons own- 
ing the largest portion of the stock of 
a corporation own at least fifty per- 
centage points more of such stock at 
the end of the taxable year. 

There is also a provision that the 
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net operating loss carry-over is to be 
reduced in a tax free reorganization 
where the stockholders of the loss cor- 
poration own less than 20% of the 
stock of the successor corporation. 

Therefore, you should check care- 
fully with your advisers if you are re- 
lying on a loss carry-over and are 
contemplating 

— a change in the type of business; 

— substantial changes in stock own- 
ership; 

— redemption of shares other than 
certain redemptions to pay death 
taxes. 

— a corporate reorganization in 
which the stockholders of the loss cor- 
poration acquire less than 20% of the 
stock of the acquiring corporation. 


[See also discussions on p. 4. Ed.] 


Deductibility of research costs 

In order to “eliminate uncertainty 
and to encourage taxpayers to carry 
on research and experimentation” (Sen. 
Rep. HR 8300 p. 33), the 1954 Code 
permits the expensing of research ex- 
penditures incurred after December 
31, 1953, at the option of the taxpayer. 
Section 174 (a) (1) says: “A taxpayer 
may treat research or experimental ex- 
penditures which are paid or incurred 
by him during the taxable year in con- 
nection with his trade or business as 
expenses which are not chargeable te 
capital account. The expenditures so 
treated shall be allowed as a deduc- 
tion.” 

Section 174 (a) (2) permits ex- 
pensing without consent of the Secre- 
tary for the first taxable year begin- 
ning after Dec. 31, 1953, or for the first 
taxable year for which such expendi- 
tures are paid or incurred. It also per- 
mits expensing with consent of the 
Secretary at any time. But under Sec- 
tion 174 (a) (3), the taxpayer, if he 
elects to expense these items, must (1), 
deduct all expenditures for research — 
not merely part, and (2) adhere to 
this method for all subsequent years 
unless permission to change is granted 
as to “part or all of such expenditures. 

At the election of the taxpayer, made 
in accordance with Regulations, such 
expenditures which are not expensed 
may be treated as “deferred expenses.” 

If the taxpayer elects to treat these 
items as “deferred expenses” then the 
following rules prevail: 

(a) They may be deducted ratably 
over a period — selected by the tax- 
payer — of not less than 60 months, 
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beginning with the month in which the 
taxpayer “first realizes benefits from 
such expenditures.” 

(b) The method elected and the period 
chosen for amortization must be ad- 
hered to in all subsequent years un- 
less the Secretary authorizes a change 
with respect to “part or all of such ex- 
penditures.” 

The benefits of the new section do 
not apply to either the cost of land, 
or depreciable property used in ex- 
perimentation. 

Nor do they apply to exploration ex- 
penditures for mineral properties pres- 
ently provided for under other provi- 
sions. 

A review of the testimony at the 
hearings indicates that sponsors of the 
changed provisions with respect to re- 
search and experimentation costs be- 
lieved such provisions would — 

(a) Provide certainty. Definite rules 
would be substituted for a lack of any 
predictable guide for business. 

(b) Avoid inflexibility. The options 
provide some flexibility — either to 
expense or amortize over a 5 year 
period. 

(c) Relate the deductions to the 
benefits. The right to amortize for at 
least a 5-year period beginning with 
the month in which benefits are 
realized may help to accomplish this. 

(d) “Encourage research and ex- 
perimental activity” (Undersecretary 
Folsom p. 105 Senate Hearings). 

(e) “Help small pioneering busi- 
nesses” (Folsom - same). 


Decisions on depreciation 

Explicit instructions are given in the 
Senate Report on HR 8300 as to the 
type of records which must be kept 
in the event a taxpayer elects to use 
any of the methods permitted under 
167 (b). Briefly, these points should be 
noted: 

(1) Since date of acquisition is an 
important factor, adequate asset rec- 
ords should be kept showing the year 
of acquisition of each asset. 

(2) Even though group or composite 
accounts are maintained, for the pur- 
pose of computing the loss on retire- 
ment, subsidiary depreciation records 
“by year of acquisition” must be kept. 

(3) If “other” methods are used un- 
der 167 (b) (4), that is, other than 
straight-line, declining balance or the 
digits method, the taxpayer must be 
prepared to show that the depreciation 
during the first two-thirds of the life 
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of the property does not exceed de- 
preciation computed on the declining- 
balance method. 

The statutory framework is such that 
taxpayers may, if they do not canvass 
their depreciation picture carefully be- 
fore filing returns for 1953, find them- 
selves committed to the use of meth- 


_ od of depreciation which may not prove 


the most beneficial. 

The Senate Report (p. 204) indicates 
that merely by filing a return for 1954 
and computing depreciation on newly 
constructed property under the 
straight-line method, for example, the 
taxpayer will have elected to compute 
depreciation by that method. 

The importance of the decisions 
which must be made between now and 
return time is accentuated by the fact 
that specific provisions of the new law 
will permit taxpayers to use different 
methods of depreciation for different 
classes of assets. 

Prior to the next return time tax- 
payers must review their entire situa- 
tion so far as depreciation is concerned 
and make certain that they select the 
most advantageous method to be ap- 
plied to any and all items of newly 
constructed or newly acquired property 
subject to the new law. It would be 
unwise to delay this review since 
otherwise inadequate consideration 
prior to return time may result in ir- 
revocable elections by the mere act of 
filing the 1954 return. This is true 
whether multiple or composite ac- 
counts are kept for depreciation pur- 
poses. 

In order to minimize the uncer- 
tainties with respect to the rates of 
depreciation and the useful lives of 
assets, the new law permits the tax- 
payer and the Internal Revenue Serv- 
ice to enter into agreements in writ- 
ing, under Regulations to be pre- 
scribed, “specifically dealing with the 
useful life and rate of depreciation of 
any property.” 

The major points to note in connec- 
tion with this provision are: 

(1) Apparently it applies to old and 
new properties — not merely those 
newly constructed or acquired proper- 
ties referred to in Section 167 (c). So, 
if you have an old depreciation case 
pending, a written agreement as to 
rates may end your dispute unless, of 
course, the Regulations restrict the 
scope of the agreement section. 

(2) The agreement so reached is 
binding on both taxpayer and the gov- 


ernment “in the absence of facts or 
circumstances not taken into consid- 
eration in the adoption of such agree- 
ment.” 

Warning: 

a. Keep written records of data con- 
sidered by parties. 

b. Disclose all material facts. 

c. Make your best guess as to fac- 
tors affecting rates and useful lives 
before entering into the agreement. 
Subsequent events may not permit 
modification of such an agreement. 

(3) The burden will be on the party 
seeking to depart from the agreed rate. 

(4) Any change in the agreed rate 
and useful life will be prospective 
only. It will not be effective “for tax- 
able years before the taxable year in 
which notice in writing by registered 
mail is served by the party initiating 
the change.” This highlights the neces- 
sity for extreme care in the execution 
of such agreements. 

(5) The statute is broad enough to 
permit advance agreements — that is 
prior to the taxpayer’s acquisition of 
property, provided it can be described 
adequately. This should prove of bene- 
fit in financing new construction or 
new acquisitions. 


Incentives in new depreciation 

Some of the economic incentives of 
the depreciation provisions would seem 
to be the following: 

(1) Some discretion would be 
granted to taxpayers in arriving at de- 
perciation allowances, thus encourag- 
ing management to incur risks. 

(2) The larger depreciation charges 
which would be permitted on new 
buildings, machinery, and equipment 
(including farm buildings and equip- 
ment) in early years of the life of the 
property should help induce greater 
investment in plant. The experience in 
connection with rapid amortization of 
defense facilities in surplus labor areas 
may be repeated on a broader scale. 

(3) Tax barriers to investment 
should be reduced by: 

(a) Letting property be written off 
while risk and prospective income can 
be foreseen. 

(b) Permitting some short-term fi- 
nancing for capital equipment. 

(4) Modernization and expansion of 
industrial capacity should be en- 
couraged. 

(5) Small growing businesses should 
be able to improve their working capi- 
tal position, either through greater use 
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of current earnings or short-term loans 
to finance expansion. 

(6) The additional certainty tax- 
payers should enjoy, either because of 
agreements or because the statute for 
the first time gives recognition to 
specific methods of depreciation, should 
foster investment in new plant and ma- 
chinery. 

(7) The emphasis on liberalized de- 
preciation treatment for new plant and 
equipment may have a depressing ef- 
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fect on prices of second-hand equip- 
ment, and conceivably could increase 
losses from sales of used machinery or 
reduce the amount of salvage below 
what was anticipated. Conceivably the 
new provisions may make it profitable 
to discard old or marginal equipment — 
all of which may be good for the econo- 
my regardless of whether — we dis- 
card because we have so much; or — 
we have so much because we discard 
so much. -0- 





Questions raised by pay-as-you-go 


provision for corporations in new tax law 


Atan Gornick, who is director, Office 
of Tax Affairs, Ford Motor Co., told 
the briefing session on the new tax law 
held by the American Management 
Association in New York last month 
that he sees four major problems for 
the corporation in the tax payment pro- 
visions of the new law. 

Changes with respect to payment of 
corporate income tax will be effective 
for all taxable years beginning after 
December 31, 1954, he said. Adminis- 
tratively, some of the problems which 
the pay-as-you-go provisions present, 
which should be considered, are the 
following: 

1. How will working capital of the 
company be affected? Will it be neces- 
sary for the corporation to expand its 
holdings of cash (through some means 
as retained earnings, capital stock is- 
sues, borrowing, or failure to spend all 
amounts set aside for depreciation) to 
offset the additional drain required to 


‘meet the estimated payments? 


2. How should the extra cash funds 
that will be required under the new 
plan be employed in order to prevent 
sterility of working capital? 

3. Will the result in depreciation of 
working capital require curtailment of 
any proposed capital improvements or 
expansion? 

4. What changes are required in the 
accounting setup, or in internal report- 
ing and compilation of data in order 
to eliminate or minimize the difficul- 
ties of estimating profits? Since esti- 
mates and tax payments will neces- 
sarily be based on figures derived 
from estimates of inventories, depre- 


ciation, collection of receivables and 
sales, a careful review of procedures 
and reports relating to these items will 
be required. 

Moreover, the federal revision is 
only part of the corporate administra- 
tive problem because it necessarily 
heralds a host of state tax changes. A 
tremendous flood of changes in state 
taxes, some inevitable because of ex- 
isting law and others a result of con- 
forming changes when the legislatures 
meet in 1955, is to be anticipated as a 
result of the enactment of the Internal 
Revenue Code of 1954. -0- 


Harsh tax result in 


covenant not to compete 

SURPRISING AND HARSH TAX consequences 
were visited upon several taxpayers in 
recent months as a result of their fail- 
ure to anticipate the tax consequences 
in drawing an agreement not to com- 
pete. Having observed these unfortu- 
nate consequences, we looked up the 
recent literature and found that Rich- 
ard B. Barnett put it very well in the 
Michigan Law Review, when he said, 
“Since the court in the Clark Hamlin 
Trust Case (19 TC 718) gives much 
weight to the recitals in the contract 
as to the allocation of the consideration, 
the decision indicates the importance 
to both buyer and seller of being 
aware of the possible tax consequences 
of such recitals. If both are familiar 
with the problem, it is more likely that 
the bargaining process will set a price 
on the covenant which reflects its true 


value to both parties and will serve as 
a fair basis for tax treatment.” 

The Tax Court said further in Ham- 
lin Trust that “after taking into ac- 
count all the relevant facts of the tran- 
saction and considering the whole 
record we have concluded that the 
written contract accurately reflected 
the agreement of the parties and that 
the agreement was reached at arms’ 
length. In the circumstances it is not 
incumbent on the court to disturb the 
allocation of purchase price made by 
the parties themselves.” 

The generally recognized rule, where 
the seller is the covenantor, says Mr. 
Barnett, is that where good will is sold 
in connection with the sale of a busi- 
ness, the seller is precluded from so- 
liciting the former customers of the 
business sold, even though no covenant 
not to compete is included in the con- 
tract for sale of the business.! In many 
cases it is probable that forbearance 
from competition by the seller is the 
substance of the good will transferred, 
and the inclusion of a covenant not to 
compete in the contract is a superfluity 
or at most a mere incident to the trans- 
fer of good will. In such cases no at- 
tempt is made to split the consideration 
received by the seller into capital gain 
and ordinary income; the entire trans- 
action is regarded as a capital transfer.? 
If, on the other hand, the covenant not 
to compete is bargained for by the 
buyer as a separate item in connection 
with the contract of sale, then the 
amount received for it is ordinary in- 
come to the seller. A similar distinc- 
tion must be made to determine the 
proper treatment by the buyer. Where 
the court concludes that the covenant 
is inseparable from the transfer of good 
will, the buyer may not amortize any 
of the consideration paid over the life 
of the covenant, since good will is not 
a depreciable asset.* If the covenant is 
separable, the buyer may amortize its 
cost. In Christensen Machine Co. v. 
United States, a corporation bought out 
the stock of an inventor who was one 
of the two principal stockholders and 
secured a covenant from him not to 
compete for five years. No allocation 
of the $60,000 consideration was made 
by the parties. The corporation in its 
tax return allocated $30,000 to the cove- 
nant and deducted one-fifth of this 
amount during the first year. This 


treatment of the transaction was ap- 
proved by the court since the $30,000 
was viewed as purchase of a “valuable 
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asset.”® In the principal case the form 
which the sale of the business took 
may be important, since in theory, at 
least, it would seem that corporate good 
will is attached to the corporation itself 
and not the individual ownership in- 
terests. Therefore, when the owners 
sell their stock there is no transfer of 


good will to which the covenant not to ° 


compete can be said to be a mere inci- 
dent. This is somewhat unrealistic, of 
course, and the factor which the court 
stressed is that the parties themselves 
allocated a portion of the consideration 





1 This rule was laid down in England in 
Trego v. Hunt, [1896] A. C. 7, and is gen- 
erally followed in the United States. Lee, e.g., 
Von Bremen v. MacMonnies, 200 N.Y. 41, 93 
N.E. 186 (1910). Connecticut apparently re- 
fuses to give any protection to the buyer in the 
absence of an express covenant. Cottrell v. 
Babcock Printing Press Mfg. Co., 54 Conn. 
122, 6 A. 791 (1886). In Massachusetts, “‘it 
is a question of fact whether having regard to 
the character of the business sold and that set 
up, the new business does or does not derogate 
from the grant made by that sale.” Old Corner 
Book Store v. Upham, 194 Mass. 101 at 105, 
80 N.E. 228 (1907). 

2In Toledo Newspaper Co., 2 T.C. 794 
(1943), this result was reached even though 
the contract stated a separate consideration for 
the covenant not to compete. similar result 
was reached in Aaron Michaels, 12 T.C. 17 
(1949), where the sole proprietor of a laun- 
dry sold his business and agreed not to compete 
for five years. 

3 In Rodney B. Horton, 13 T.C. 143 (1949), 
taxpayer sold his accounting business listing 
good will as a specific item and including in 
the contract a covenant not to compete for six 
years. There was no allocation of the consid- 
eration in the contract. The court held that 
part of the consideration was allocable to the 
sale of good will and part to ordinary income 
as payment for the covenant not to compete. 

4No deduction for depreciation, including 
obsolescence, is allowable in respect of good 
will.” Treas. Reg. 118, § 39.23(1)-3. The reg- 
ulation is based on the decision in Clarke v. 
Haberle Crystal Springs Brewing Co., 280 U.S. 
384, 50 S.Ct. 155 (1929). When the buyer 
of the newspaper involved in Toledo News- 
paper Co., note supra, tried to amortize the 
cost allocated in the covenant, the Tax Court 
was consistent with its former holding and re- 
fused the deduction. Toledo Blade Co., 11 
T.C. 1079 (1948), affd. (6th Cir. 1950) 180 
F. (2d) 357. In R. Bryson Jones, 17 B.T.A. 
1213 (1929), a similar result was reached in 
a case involving the sale of an insurance busi- 
ness coupled with a covenant not to compete 
for 10 years. The court felt that the good will 
was the principal asset transferred in the sale. 

5 (Ct. Cl. 1931) 50 F. (2d) 282. 

6 “After taking into account all of the rele- 
vant facts of the transaction and considering 
the whole record, we have concludea that the 
written contract accurately reflected the agree- 
ment of the parties and that the agreement was 
reached at arm’s length. In the circumstances 
it is not incumbent oa the Court to disturb the 
allocation of purchase price made by the par- 
ties themselves.” 19 T.C. 718 at 724. The 
dissent points out that the evaluation clause 
was inserted at the last moment with little dis- 
cussion “to help the buyers taxwise,” and that 
the sellers were unaware of the consequences 
to themselves of what they were doing. 


to the covenant which showed they had 
dealt with it as a separate item from 
good will. Although the principles of 
law governing cases of this type are 
reasonably clear, the cases illustrate 
the difficulties of trying to determine 
whether or not the covenant was 
treated as a separate item by the parties 
in their negotiations. 


Many dividends postponed to 
August to save taxes 


DIVIDENDS PAID TO STOCKHOLDERS in July 
this year were thin, due not to the state 
of the corporate treasuries, but to 
awareness of the impending new tax 
law by directors. By delaying the pay- 
ments, the stockholders get the benefit 
of the double-taxation relief provisions 
of the new Code. The New York Times 
picked a list of such companies, which 
includes: 


1953 1954 
dividend dividend 

company paid paid 
Amerada July 31 August 2 
Amer. Distilling July 27 August 3 
Baldwin-Lima July 31 August 3 
Best Foods July 24 August 3 
Corn Products July 15 August 2 
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Deere July 1 August 2 
Dow Chemical July 15 August 2 
Firestone July 20 August 2 
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Proof of sole charitable purpose fails; 
insurance premiums not additional sal- 
ary. Although the corporate by-laws 
stated that the purpose of the corpora- 
tion was to provide funds for religious 
institutions, the Tax Court found that 
there was no irrevocable dedication of 
profit to organizations wholly religious. 
The income therefore is taxable. 

Premiums of insurance policies on 
life of president are not allowable as 
additional compensation to the presi- 
dent. There is no proof they were so 
regarded by directors. C. F. Smith, 
TCM 1954-86. 


Farm Bureau soil testing unit. A cor- 
poration organized by the Farm Bu- 
reau and operated by F. B. Boards to 
test soil for farmers (members and 
non-members) is a tax exempt agricul- 
tural organization. No income inures 
to the benefit of any private individual. 
Rev. Rul. 54-282. 





Standard & Poor’s give us some tax comments on investments 


WE GOT IN THE MAIL a couple of weeks ago this blast from Standard & Poor's 
(you know them best as publishers of investments statistical works) : 


“Warning to Investors 


You are, and you must be, vitally interested in investing under 


TAXES...” 


Recognizing this as a reasonable point, we got into their 8-page brochure to find 
some interesting comparisons of dividend payments v. tax payments of some 


leading corporations. Sample: 


Stockholders Are Getting the Short-End of Profits 


1953 TAXES VERSUS DIVIDENDS 


*Taxes $ Dividends $ 


Stock Per Share Per Share 
Allied Chemical 5.00 3.00 
Amer. Airlines 2.00 0.50 
American Can 3.00 1.40 
American Radiator 2.50 1.25 
American Tobacco 8.75 4.00 
Bethlehem Steel 18.75 4.00 
Borden Co. 4.00 2.80 
Chrysler Corp. 13.50 6.00 
du Pont (E. I.) 9.75 3.80 
Eastman Kodak 6.75 2.00 
General Electric 12.25 4.00 
General Motors 15.00 4.00 
Gulf Oil 4.25 2.00 
*Estimated. +Plus stock. 


While the piece is an advertisement for their investment service, The Outlook, 
it does sum up some of the obvious details about tax-free payments on certain 
stocks and bonds. Might be worth asking them for a copy of the folder if you 


*Taxes $ Dividends $ 


Stock Per Share Per Share 
Intl. Harvester 5.75 2.00 
Intl. Paper 9.50 3.00 
Kennecott Corp. 8.75 6.00 
Monsanto Chemical 5.75 2.50 
Montgomery Ward 6.75 3.00 
Natl. Biscuit 3.00 2.00 
National Dairy 8.25 3.00 
Sears, Roebuck 7.00 2.75 
Union Carbide 5.25 2.50 
United Aircraft Corp. 10.50 3.00 
U. S. Steel 13.00 3.00 
Westinghouse Elec. 7.75 2.00 
F. W. Woolworth 3.75 2.50 


have serious investment problems (They’re at 345 Hudson St., N.Y. 14). 
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NEW DEVELOPMENTS IN 


Foreign aspects of taxation 


EDITED BY SIDNEY I. ROBERTS, LI.B., CPA, JOHN 
COSTELLOE, LI.B., AND JOHN WILCOX, LI.B. 


Clarification of tax questions arising 


from foreign exchange restrictions 


JAY O. KRAMER’S discussion at the last 
NYU Tax Institute on Tax Problems 
Arising from Foreign Exchange Re- 
strictions, raised two problems which 
we thought merited further discussion 
and we have obtained the following 
additional observations from him. 


Borrowings in foreign currency 

The first involves borrowings in for- 
eign currency and concerns two cases: 
B. F. Goodrich (1 T.C. 1098 (1943)), 
and Willard Helburn, Inc. (20 T.C. 740 
(1953) ). In the Goodrich case, the tax- 
payer borrowed 11 million francs, then 
worth $651,000, and loaned the francs 
to an affiliate. It subsequently repaid 
the loan by purchasing 11 million 
francs for $514,000. At this time, its 
affiliate had not yet repaid the loan to 
the taxpayer. The Tax Court held that 
no gain was realized. 

In the Helburn case, the taxpayer 
borrowed English pounds, then worth 
$276,000, to pay for the purchase of 
lambskins used in its business. Subse- 


‘quently, when the exchange rate de- 


clined, it repaid the loan by using only 
$192,000. The Court held that the dif- 
ference was taxable gain. 

Because Mr. Kramer’s article had 
cited the Helburn case as “contra” to 
the B. F. Goodrich case, we wrote to 
him saying: “As we see it, the Good- 
rich case is entirely consistent with 
the short sale rationale adopted in the 
Helburn case because Goodrich had 
not sold short; it had merely loaned 
the borrowed currency to an affiliate.” 
This is a very abbreviated version of 
our suggestion made some years ago 
(Roberts, Borrowings in Foreign Cur- 
rencies, 28 Taxes 1033 (Nov. 1948)) 


that the taxation of borrowings in for- 
eign currency should follow the anal- 
ogy of a short sale of stock; and the 
following distinction between Goodrich 
and the later Helburn case was sug- 
gested: 

“Thus, if T borrows stock and, in- 
stead of selling it, lends it to another, 
no gain or loss should be recognized 
even after T purchases stock to cover 
the borrowing, because a loan is not 
a realized ‘disposition.’ What started as 
a short sale, here ends as a simple loan 
of purchased stock. * * * 

“In Goodrich no gain or loss was 
realized because the ‘disposition’ ele- 
ment was lacking. True, the borrowed 
francs had been ‘covered’ by virtue of 
the repayment of the loan with do- 
mestic currency. Nevertheless, there 
had been no taxable disposition of the 
francs, since they had been lent in 
kind to an affiliate. If the affiliate re- 
turned the francs, they would have a 
basis equal to the cost in United States 
dollars of the francs used to repay the 
loan. If the taxpayer accepted from the 
affiliate the equivalent amount in dol- 
lars, gain or loss would be recognized 
at this time on the disposition of the 
francs. The taxpayer in Goodrich was 
in the position of a broker who had 
borrowed a share of stock from A, lent 
it to B and then purchased a share of 
stock to cover his borrowing from A. 
At this point, the transaction is merely 
a loan of stock to B, and no gain or loss 
is recognized.” 


We quote from Mr. Kramer’s re- 
sponse. “I cited Willard Helburn, Inc. 
as ‘contra’ to B. F. Goodrich Co. be- 
cause I think the Tax Court creates a 
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distinction without a difference. I fail 
to see a short sale analogy in the Hel- 
burn case, unless the Commissioner is 
prepared to take the position that 
every borrowing of money is in essence 
a short sale on the theory that the pur- 
chasing power of the dollar may be 
more or less when the loan is repay- 
able. I find only a feeble attempt to dis- 
tinguish Goodrich on the ground that 
the borrowed French francs were 
loaned to a subsidiary, and such loan 
to the subsidiary presumably remained 
open after that petitioner bought francs 
to repay its loan to the Paris bank. 
When I spoke at the New York Uni- 
versity Institute on Federal Taxation, 
I specifically invited comment on this 
very question: whether the manner of 
use of the borrowed funds by the bor- 
rower should be determinative of the 
tax result. No one seemed to feel that 
it made any difference whether a tax- 
payer uses borrowed funds to pur- 
chase merchandise or for any other 
corporate purpose, including a loan to a 
subsidiary. In each case the economic 
profit in dollars is the same when the 
foreign currency borrowed is repaid 
with less U.S. dollars than the dollar 
equivalent of the amount borrowed.” 


The specific legislation doctrine 

The second point of interest in Mr. 
Kramer’s article was the effect of Mim. 
6475, which permits the deferral of in- 
come in blocked currencies, upon the 
so-called “specific legislation” doctrine. 
Under this doctrine, in the case of dis- 
tributable income of a_ partnership 
(Max Freudmann 10 T.C. 775 (1948) ) 
the undistributed income of a foreign 
personal holding company (Phanor J. 
Eder, 47 B.T.A. 235 (1942), aff'd, 138 
F. 2d 27 (2d Cir. 1943)) income in 
blocked currency is taxable even if the 
currency is not converted into dollars. 
The provisions of the Code specifically 
providing that such income is taxable 
to the partner or stockholder are said 
to supersede the general rule which 
denies that income is realized when the 
currency was not convertible into 
dollars. 

Mr. Kramer’s article raised the in- 
teresting question of whether this 
“specific legislation” doctrine was af- 
fected by Mim. 6475. He said: 

“It would appear that these two spe- 
cial situations are unaffected by the 
issuance of Mimeograph 6475, since the 
decisions are based on the precise 
wording of the two statutory sections 
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involved, which cannot be set aside by 
administrative ruling. If these two 
highly formalistic decisions are to be 
changed, Congress itself must act. Un- 
less it does so, United States taxpayers 
will be forced to report income in 
these two instances where it is con- 


ceivable that they never will be able 


to realize income.” 


We wrote to Mr. Kramer: “I do not 
see the situation quite as hopeless as 
you indicate. I see nothing in Mim. 
6475 which makes this election un- 
available to a partnership or personal 
holding company. Even if a partnership 
not engaged in United States business 
is not required to file a United States 
Federal income tax return, it is con- 
ceivable that it may do so for the pur- 
pose of making the election of Mim. 
6475.” 


He responded: “With respect to the 
two ‘special situations,’ i.e. distribut- 
able income of partnerships (Max 


Freudmann Co.) and foreign personal 
holding companies (Phanor J. Eder), I 
did not see how a Bureau Mimeograph 
(which does not even have the force of 
regulation) could possibly affect two 
very specific statutory requirements 
for reporting income. Furthermore 
since the ‘Report of Deferable Foreign 
Income’ is to be annexed to the tax- 
payer’s tax return, I saw no mechani- 
cal way for a non-U.S. taxpayer (cor- 
porate or otherwise) to make the elec- 
tion. The silence of the Mimeograph on 
these special situations appears spe- 
cially significant. 

“You have undoubtedly noted the 
language of Sec. 702 (b) of H.R. 8300 
on the ‘Character of Items Constitut- 
ing Distributive Share’ of partnership 
income. This provision, if enacted, 
could be interpreted as overruling 
Freudmann, but the Eder situation ap- 
parently remains unchanged. The re- 
lief for foreign personal holding com- 
panies is afforded by other means.” -o- 





Changes in taxation of foreign operations 
still live issue, despite new law 


THE TAXATION OF FOREIGN INCOME con- 
tinues to be a live issue, even though 
the new Internal Revenue Code does 
not implement the President’s recom- 
mendation of a tax differential for 
foreign income. Indeed, the Conference 
Report indicates that the issue had be- 
come too lively for handling in the 
time available. 

At a Briefing Session of the Ameri- 
can Management Association on Thurs- 
day, August 19, just after the Presi- 
dent signed H. R. 8300, Under Secre- 
tary of the Treasury Marion B. Folsom 
said that the foreign income provisions 
had failed of enactment because those 
concerned could not agree on what 
types of income should be taxed at 
the reduced rate proposed by the 
House Bill, and went on to say that 
the whole matter is under active study 
with a view to future legislation. [see 
also p. 18. Ed.] 

At the same Session, Professor Stan- 
ley S. Surrey, Director of the Harvard 
International Program in Taxation, 
maintained that there has not yet been 
devised any satisfactory means for ex- 
cluding exporting from tax benefits ac- 
corded other forms of foreign activity. 
He observed that deferral of current 











U. S. tax is now available through use 
of a corporation organized in a “third 
country” such as Canada, and said that 
he thought that such benefit should be 
made available even without such a 
corporation referring to the Report of 
Messrs. Barlow and Wender of Har- 
vard which was outlined last month. 
(JTAX, July, p. 51). 

The emphasis of that Report on the 
importance of deferral of current U. S. 
tax as an incentive, and its proposal 
to abandon efforts to exclude export- 
ing from such incentive, have occasion- 
ed much comment, some of it adverse, 
on which future issues of this journal 
will report in detail. 

The provisions of the House Bill on 
“principal taxes” of foreign countries 
and possessions of the United States 
also failed of enactment It is not in- 
conceivable that this matter, too, will 
come up for further legislative consid- 
eration. 

The new Code does provide ($6316) 
that the Secretary may accept payment 
of taxes in currency of a foreign coun- 
try. It should be interesting to see how 
the Regulations to be promulgated un- 
der this provision will handle problems 
similar to those which have long vexed 





Foreign aspects of taxation °* 


U S. taxpayers. 

The new Code abandons the over-all 
limitation on allowance of foreign tax 
credit while retaining the per-country 
limitation (§904), which many had 
thought more harmful than the over- 
all limitation. As Professor Surrey in- 
dicated, the ultimate legislative solu- 
tion may be to permit an election of 
one limitation or the other, as best 
suits the circumstances of each particu- 
lar taxpayer. 

Other provisions of the new Code 
bearing on foreign business concern 
definition of a Western Hemisphere 
Trade Corporation (§921), conduit 
treatment of certain regulated invest- 
ment companies for purposes of the 
foreign tax credit (§853), taxation of 
non-resident aliens (§871(a)) and for- 
eign corporations (§881(a)), definition 
of earned income derived by U. S. 
citizens from sources outside the 
United States (§911(b)), treatment of 
certain payments in lieu of dividends 
for purposes of the foreign tax credit 
(§902(d)), and a special period of limi- 
tation with respect to foreign taxes 
paid or accrued (§6511 (d) (3)(A)). 

Although the tax problems of foreign 
business have been the subject of 
heartening concern and thorough dis- 
cussion, we must look to the future 
for remedial tax legislation required 
for significant reduction of competitive 
disadvantages now suffered by U. S. 
business in international trade. 


39 


New decisions 

INFORMATION RETURNS ON NON-RESIDENT 
ALIENS IN COUNTRIES WITH CONVENTIONS. 
Information returns are required from 
those paying fixed or determinable an- 
nual or periodical income to non-resi- 
dent aliens with addresses in countries 
having income tax conventions with 
the U.S. requiring exchange of infor- 
mation. When new conventions are 
entered into, returns will be required 
for the years as provided in the con- 
vention or, if not specified, beginning 
with the year of proclamation of the 
convention. Rev. Rul. 54-242. 


Not a resident of Saudi Arabia nor 
there long enough. Court finds that the 
taxpayer was not a bona fide resident 
of Saudi Arabia; he lived in barracks 
maintained by his employer and did 
not identify himself with the social or 
economic life of the country. Nor was 
he present in Saudi Arabia for 510 days 
in 18 months. On neither ground could 
he exclude from U. S. tax his salary 
earned there. Bennett v. Riddell, DC 
Calif., 7/22/54. 
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THE TAXATION OF INDIVIDUALS 


Personal tax problems 


EDITED BY BENJAMIN HARROP, J.D., CPA 


Individual taxpayer finds many tax-saving 


provisions in the new revenue code 


Joint returns, head of household 
UNDER THE 1939 CODE a surviving spouse 
may file a joint return for the year 
during which a spouse died and thus 
receive the full benefits of income 
splitting afforded a husband and wife. 
The 1954 Code extends this privilege 
to the surviving spouse for two years 
after the death of a husband or wife. 
The survivor however must maintain 
a home and support a dependent child 
or stepchild in the home. 

After the two year period the sur- 
vivor may still qualify as a Head of 
Household and receive half the income- 
splitting benefits, the same as under 
the 1939 Code. This status is available 
to an individual who is not married at 
the close of the taxable year and who 
maintains a home in which he supports 
a child, stepchild or grandchildren. 
The Head of Household status is also 
available if it is maintained for any 
other dependent, provided the taxpayer 
is entitled to the $600 deduction for 
such dependent; which means that such 
dependent does not have gross income 
of $600 or more. The Conference Com- 
mittee added a new provision per- 
mitting the status to a taxpayer who 
maintains a household for a father or 
mother separate from the taxpayer’s 
household, provided the taxpayer is 
entitled to a deduction for such 
dependent. 

The Head of Household status is not 
allowed to a taxpayer who at any time 
during the year is a nonresident alien. 


Prizes and awards now taxed 

The 1954 Code includes in taxable 
income all prizes and awards except 
those made in recognition of past 
achievements of a religious, charitable, 
scientific, educational, artistic, literary 
or civic nature. The winner must be 
selected without any action on his part 


and must not be required to render 
substantial future services. This pro- 
vision will exempt Nobel or Pulitzer 
prizes, but will tax prizes heretofore 
held to be non taxable, such as the Pot 
O’Gold prize and the Ross Essay Con- 
test prize. 

The 1954 Code generally excludes 
scholarship and fellowship grants from 
gross income. This exclusion does not 
extend to payments for part-time 
teaching or research, unless such serv- 
ices are required of all candidates for 
a particular degree. 

Grants received by individuals who 
are not candidates for a degree are 
excluded from tax up to $300 per 
month. However the grantor must be 
a tax exempt organization for this ex- 
clusion to apply. 


Disallowance of losses 
between related taxpayers 

The 1954 Code carries over the pro- 
vision in the 1939 Code that deductions 
for losses from sales or exchanges of 
property, directly or indirectly, be- 
tween related taxpayers are disallowed. 
Under the 1939 Code no adjustment to 
the basis may be made when such 
property is subsequently sold to a non- 
related person. The 1954 Code corrects 
this inequity by recognizing a gain 
only to the extent that it exceeds the 
loss not previously allowed to the 
transferor. Since the new rule does not 
affect the basis of the property, de- 
preciation and other items that depend 
upon the basis are not affected. 

It should also be noted that the basis 
for determining a loss still would be 
the cost of the property to the trans- 
feree. This prevents the shifting of a 
loss from one taxpayer to another. 


Medical expenses 
The 1954 Code allows a deduction 
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for medical expenses in excess of 3% 
of adjusted gross income instead of 5%. 
This limitation does not apply to a 
taxpayer 65 years of age. In addition 
to lowering the undeductible portion 
of medical expenses by reason of a 5% 
floor, the maximum limitations have 
been raised from $1,250 per exemption 
to $2,500, with the overall limit raised 
from $2,500 to $5,000 per taxpayer. On 
a joint return this limitation would be 
raised to $10,000 and this overall lim- 
itation would apply also to a head of 
household. 

Outlays for drugs and medicines are 
included in medical expenses but only 
to the extent that they exceed 1% of 
adjusted gross income. 

One other important change has been 
made by the 1954 Code. The expenses 
of a last illness may be deducted on the 
final return of a decedent even if paid 
by the estate. The definition of medi- 
cal expenses includes transportation 
expenses prescribed for health reasons, 
but does not include ordinary living 
expenses incurred in the course of 
such a trip. 

The new Section 152(c) would make 
impossible the problem which arose in 
the Russeniello case (21 TC No. 94). 
There each of four brothers con- 
tributed equal amounts in payment of 
medical expenses for their mother. No 
one of them contributed any additional 
amounts toward her support. Each 
brother took a medical expense deduc- 
tion for amounts contributed. The de- 
duction was disallowed because under 
Section 23(x) of the old law a deduc- 
tion for medical expenses paid during 
the taxable year for medical care of a 
dependent was allowed only if under 
Section 25(b)(3) the dependent re- 
ceived over half of the support for the 
calendar year from the taxpayer. In 
this case no one of the brothers by 
himself contributed more than half the 
support of the mother so she did not 
qualify as a dependent of any of the 
brothers. 

The new law provides that the de- 
pendency relationship will be recog- 
nized if no one person contributed over 
half the support but over half the 
support was received from persons 
each of whom would have been en- 
titled to claim an individual as a de- 
pendent but for the fact that he did 
not contribute half the support, and 
the taxpayer contributed over 10% of 
the support. Each person who con- 
tributed over 10% of the support must 
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file a written declaration that he will 
not claim the individual as a dependent 
for that calendar year. 


Child care expenses (Section 214) 

The 1954 Code allows a deduction 
not to exceed $600 for expenses paid 
for the care of certain dependents if 
the purpose of the expenditure is to- 
permit the taxpayer to be gainfully 
employed. The deduction is allowed to 
women and widowers. The dependent 
must be a child under the age of 12 or 
one who is mentally or physically in- 
capable of caring for himself. If a 
working wife claims the deduction, she 
must file a joint return with the hus- 
band. The deduction is decreased in 
the amount by which the adjusted gross 
income of the taxpayer and her hus- 
band exceeds $4,500. No deduction 
therefore is allowed if such adjusted 
gross income exceeds $5,100. 


Life insurance proceeds 
The proceeds of a life insurance 


policy payable by reason of the death 
of the insured are excluded from gross 
income. That provision is similar to the 
present law. If the policy was trans- 
ferred for a valuable consideration, the 
proceeds were taxable to the extent that 
they exceeded the consideration paid 
plus further premiums paid by the 
transferee, except where the policy was 
transferred in a non taxable exchange. 
The 1954 Code exempts the proceeds 
where the transfer is to the insured, 
to his partner or partnership, or to a 
corporation of which he is an officer or 
a shareholder. This provision is ef- 
fective where the insured died after the 
enactment of the 1954 Code. 

If the proceeds are payable in fixed 
installments, the new law taxes the 
interest element in each installment, 
except that if the beneficiary is the 
surviving spouse of the insured, such 
interest up to $1,000 is excluded from 
gross income. Regardless of the num- 
ber of policies the surviving spouse is 
limited to one exclusion up to $1,000. 





Cohan rule makes revenue agents’ 
work more difficult, says Commissioner 


“IT WOULD BE LESS THAN FRANK if I did 
not indicate that the Cohan rule has 
made the work of the Revenue Service 
more difficult”, Commissioner of In- 
ternal Revenue T. Coleman Andrews 
told the Sub-committee on Administra- 
tion of Internal Revenue Laws re- 
cently. “We are constantly faced with 
the problem”, he continues, “under the 
doctrine of that rule, that the taxpayer 
who establishes a relationship between 
an expense and his business is entitled 
to some deduction even though he may 
not be able to substantiate it.” 

The task which the Revenue Service 
faces in such cases is basically twofold, 
he said: 

First, the examining officer must de- 
termine the items claimed as deduc- 
tions which may be questionable be- 
cause of inadequate substantiation. 
This is frequently difficult in view of 
the tendency to lump many items to- 
gether on tax returns and on the 
books of the taxpayer under such gen- 
eral headings as sales expenses, busi- 
ness entertainment expenses, etc. 
Within such general headings, items 
such as personal travel expenses for 
the benefit of individuals may be de- 





tected. The first and immediate con- 
sideration is whether any expenditure 
was actually made and, if so, the 
amount thereof. We seek to obtain rea- 
sonable substantiation dependent upon 
the nature of the item itself. 

The second problem is whether the 
item is so directly related to the busi- 
ness of the taxpayer that it is proper 
to be treated as an ordinary and neces- 
sary business expense. While we do not 
attempt to tell any businessman how he 
should run his business, we must under 
the statute determine that expendi- 
tures are ordinary and necessary busi- 
ness expenses in order to be deductible. 
Thus, an expenditure by a corporation 
which is not an ordinary and necessary 
business expense of the corporation 
may be disallowed, and payments to 
stockholder-officers, claimed to be com- 
pensation, may in fact be dividends 
and nondeductible to the extent they 
are in excess of reasonable com- 
pensation. 


Record-keeping problem 

Mr. Andrews emphasized again the 
need for adequate records. In order 
for a taxpayer to determine and report 
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his proper tax liability, he said, he 
must maintain adequate records. The 
amount of record-keeping which is 
necessary depends of course upon the 
nature of the taxpayer’s activities and 
the extent of his business. The Treas- 
ury Department Regulations have for 
many years contained provisions which 
require taxpayers to keep such records 
as will enable them to report to their 
Government their true income. We 
have reviewed on many occasions the 
matter of whether these regulations 
should be more specific, and have con- 
cluded that the regulations are sound 
in stating the guiding principles to be 
applied. We could not in general regu- 
lations attempt to spell out in detail 
the type of records to be kept by all 
persons. Rather, through administra- 
tive actions and individual cases, we 
have attempted to put across the need 
for such records as individual con- 
ditions warrant. 

As you know, however, the Internal 
Revenue Service is not the last word in 
determining either the extent to which 
records must be kept or the tax lia- 
bility of the taxpayer. The actions of 
the Internal Revenue Service are sub- 
ject to review by the courts. This is as 
it should be, and our administrative 
practices must be geared to the rules 
laid down by the courts, lest we fail in 
our basic responsibility to treat tax- 
payers fairly and require them un- 
necessarily to obtain from the courts 
answers which we have full adminis- 
trative authority to give. 


Excessive expense accounts 

“T have particularly stressed”, said 
Mr. Andrews, “the fact that the Reve- 
nue Service is concerned with exces- 
sive expense accounts and similar 
items and that no taxpayer has the 
right to make his fellow citizens pay 
part of his tax bill by claiming deduc- 
tions to which he is not entitled. 

“We have also issued instructions to 
all employees of the Revenue Service, 
and these instructions have been made 
public, calling attention to our policy 
concerning substantiation of the deduc- 
tion of such items. These instructions 
made it clear, I believe, that while we 
want to be as fair as possible to all 
taxpayers we do expect to enforce the 
law and if it appears to us that crimi- 
nal fraud has been committed then we 
must take steps toward prosecution. 

“We have also made use of the au- 
thority which we have under the exist- 
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THE PRINCIPAL RULE which has been 
developed by the courts in determin- 
ing the extent to which expenses 
will be allowed in the absence of 
records and complete substantiation 
is the “Cohan rule”. This rule is 
based upon a decision of the Circuit 
Court of Appeals in 1930 which has 
been followed by other courts 
throughout the land ever since and 
has determined the standard by 
which the Revenue Service must be 
guided. 

The “Cohan rule” resulted from 
the case of George M. Cohan v. 
Commissioner, 39 Fed. (2d) 540. It 
was established that while Cohan 
was obliged to be free-handed in 
entertaining actors, employees, and 
dramatic critics in furtherance of 
the production of his plays, he kept 
no accounts of his expenditures, 





WHAT THE “COHAN RULE” IS & HOW IT WORKS 


which were estimated by him to be 
in the neighborhood of $22,000 per 
year. The Board of Tax Appeals 
sustained the Commissioner and re- 
fused to allow him any part of this 
because it was impossible to tell 
how much he had in fact spent in 
the absence of any records. Upon 
appeal, however, the Circuit Court 
of Appeals for the 2nd Circuit held 
that absolute certainty in such mat- 
ters is usually impossible and is not 
necessary, and that the Board 
should make as close an approxima- 
tion as it could. 

Thus, the “Cohan rule” was estab- 
lished and hundreds of cases have 
been closed where inadequate rec- 
ords have been kept by taxpayers 
by invocation of the rule that abso- 
lute certainty of substantiation in 
any transaction is not necessary. 








ing law to notify taxpayers in. those 
cases in which we find they are not 
keeping records adequate to determine 
their proper tax liability. While this 
authority has long existed, it was 
previously reserved only to the Na- 
tional Office of the Service and was 
little used. We have now authorized 
the field officials in the Revenue Serv- 
ice who are at the point of closest 
contact with the taxpayers to prepare 
and issue notifications to taxpayers 
where they find that returns are not 
being properly prepared because of in- 
adequate records. 

“Finally, we have made surveys to 
determine the nature of deductions 
which may be improperly claimed and 
the extent of the problem in order that 
we may be constantly alert to the scope 


‘ of the problem and report to the Con- 


gress and to the people our findings 
with respect to the extent of the in- 
difference on the part of those few who 
are failing to properly discharge ti.eir 
tax obligations.” -0- 


The wonderful world of 
gifts & damages: 


money but not income 

WE FIND MANY TAXPAYERS who have 
difficulty grasping the fine lines of 
authority running through the cases 
dealing with gifts, prizes, damages, and 
similar cash receipts. We had barely 


dried our tears for Reginald Turner, 
(TCM 1954-38) whose free trip to Bra- 
zil turned out to be taxable after all, 
when we got into the Goldman Theatres 
case (19 TC 637, 1953), which had a 
happier result for the taxpayer. 

For a quick picture of how damages 
received fares under federal income 
tax, we think you'll like Eliot Gerber’s 
analysis written for the Michigan Law 
Review (Vol. 52, p. 169). 

Exemplary damages, says Mr. Ger- 
ber, given by statute,! are on the bor- 
derline between taxable income and 
non-taxable gifts. Under a literal read- 
ing of the Internal Revenue Code 
exemplary damages are taxable income 
since they are “ . income derived 
from any source whatever.”? But under 
the Supreme Court’s definition laid 
down in Eisner v. Macomber, income 
to be taxable must be derived “from 
capital, from labor, or from both com- 
bined.”? An analysis of the types of 
receipts which are analogous to exem- 
plary damages reveals four factors 
which may possibly be of importance 
in determining whether or not taxable 
income results. These factors are (1) 
whether the source of the receipt is 
private or governmental; (2) whether 
the receipts are transferred voluntarily 
or by operation of law; (3) whether 
there are any restrictions upon the 
use of the receipts; and (4) whether 
labor or capital must be expended in 
order to qualify for the receipt. Gifts 


are voluntary transfers from private 
sources, generally without restrictions 
upon their use, and are obtained with- 
out expenditure of capital or labor by 
the recipient. Subsidies and statutory 
rewards for information come from the 
government by operation of law, with- 
out restrictions upon use, and require 
compliance with conditions precedent. 
Exemplary damages, like net profits 
recovered from actual or constructive 
trustees who misappropriate property, 
are transferred from private sources by 
operation of law, without restrictions 
on their use, and result from a success- 
ful suit or a settlement. Gifts are not 
taxable to the recipient.5 Rewards for 
information are taxable income.* The 
cases on the taxability of subsidies’ 
and of profits recovered from misappro- 
priating trustees® are in conflict. 

It would seem clear that the source 
of the receipt is immaterial. Conse- 
quently, the argument that the income 
tax statute conflicts with the incentive 
reward of the antitrust acts by reduc- 
ing the net award to private prosecu- 
tors should carry little weight, since a 
similar argument has been rejected in 


1 For other examples of exemplary damages 
see McCormick, DAMAGES 277 (1935). 

2TRC., §22(a). 

3 252 U.S. 189 at 207, 40 S.Ct. 189 (1920). 

4 Gray v. Barton, 55 N.Y. 68 (1873). 

5 Treas. Reg. 118, §39.22(b) (3)-1. 

6 For the amount of consideration given by 
the recipient capable of transforming receipts 
into taxable income see Edwin C. Brandenburg, 
4 B.T.A. 108 (1926). 

7 Edwards v. Cuba R. Co., 268 U.S. 628, 
45 S.Ci. 614 (1925), criticized in MAGILL, 
TAXABLE INCOME 341 et seq. (1936), and 
Mandell, “Do Subsidies Constitute Taxable 
Income?”” 26 Taxes 323 (1948). See also 
Lykes Brothers Steamship Co. v. Commissioner, 
(5th Cir. 1942) 126 F. (2d) 725. 

8 Central R. Co. of New Jersey v. Commis- 
sioner, (3d Cir. 1935) 79 F. (2d) 697, affirm- 
ing 29 B.T.A. 14 (1933). Contra: Arcadia 
Refining Co. v. Commissioner, (1st Cir. 1941) 
118 F. (2d) 1010; General American Inves- 
tors Co., 19 T.C. 581 (1952). 


® Baboquivari Cattle Co. v. Commissioner, 
(9th Cir. 1943) 135 F. (2d) 114. 

101 MONTGOMERY, FEDERAL TAXES 173 
(1952). 

11 See Mandell, “Do Subsidies Constitute 
Taxable Income?” 26 TAXES 323 (1948). 

12 The definition of gift for purposes of the 
gift tax goes beyond the donative intent of the 
donor. Commissioner v. Wemyss, 324 U.S. 303, 
65 S.Ct. 652 (1945); Merrill v. Fahs, 324 
U.S. 308, 65 S.Ct. 655 (1945). This definition 
was necessitated by tax avoidance schemes and 
does not reflect the basic distinction between 
gifts and other transactions. 

13 It would seem that suit must rarely be 
brought to gain possession of a gift after title 
has passed to the donee, and therefore bringing 
a cause of action is not generally considered a 
condition precedent to perfect a gift. 

14 Other cases holding exemplary damages 
non-taxable as income are Glenshaw Glass Co., 
18 T.C. 860 (1952); and Highland Farms Cor- 
poration, 42 B.T.A. 1314 (1940). 
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the case of a government subsidy.® The 
fact that in all the analogous types of 
receipts mentioned there are no re- 
strictions upon use casts doubt on the 
distinction between a contribution to 
capital and a contribution to income. 
This distinction has been made in cases 
dealing with subsidies, but in any 


event it is immaterial here since only° 


stockholders can make a contribution 
to corporate capital! The two ele- 
ments of importance, therefore, are the 
intent of the transferor and the activity 
of the transferee. Only in the gift situ- 
ation does the transferor have a do- 
native intent.12 And only the gift is 
vested in the recipient without activity 
on his part to meet conditions prece- 
dent.1° It is true that in theory there 
is a distinction between the giving of 
consideration to meet the terms of a 
contractual offer, as in the case of a 
reward for information, and the com- 
pliance with conditions precedent to 
the receipt of a subsidy, the award of 
exemplary damages, or the recovery of 
profits from a malfeasant trustee. But 
in terms of actual expenditure of labor 
and capital the distinction does not 
exist. It may require a greater ex- 
penditure of labor and capital to fight 
a private statutory remedy suit through 
appellate litigation to final judgment 
in order to recover exemplary damages 
than to give information to meet a con- 
tractual offer. Since the only consistent 
and meaningful distinction between 
these analogous types of receipts is the 
intent of the transferor, the line be- 
tween gifts and taxable income should 
be drawn at that point. Exemplary 





Erratum... 

IN CONNECTION with the article by 
Albert H. Cohen “State tax alloca- 
tions and formulas which affect 
management’s operating decisions” 
which appeared in our July, 1954 is- 
sue, it apparently was not clear that 
most of the material was from the 
report prepared by Mr. Cohen for 
the Controllership Foundation, Inc., 
and published by them under the 
title Apportionment and Allocation 
Formulae and Factors Used by 
State in Levying Taxes Based on or 
Measured By New Income of Man- 
ufacturing, Distributive and Extrac- 
tive Corporations. We had previ- 
ously obtained permission to quote 
from this copyrighted report, but 
did not cite the full title of the 
work. Ed. 











Personal tax problems * 43 





New decisions this month 





Mortgage amortization payments by 
tenant are income to owner. Property 
owned by the taxpayer was subject to a 
mortgage on which she was not per- 
sonally liable. Under the terms of the 
lease, the tenant paid the taxpayer a 
cash rental and also made amortiza- 
tion payments on the mortgage. Noting 
that the value of the property exceeded 
the mortgage, the court held that these 
payments represented income to the 
taxpayer. The court thought that the 
rationale of the Crane Case (31 U.S. 1) 
applied — “An owner of property mort- 
gaged at a figure less than that at 
which the property will sell, must and 
will treat the conditions of the mort- 
gage exactly as if they were his per- 
sonal obligations.” Ethel S. Amey, 22 
TC No. 95. 


Property found to be a residence; loss 
on sale disallowed. Taxpayer claimed 
that she was in the business of buying, 
repairing and refurnishing houses and 
then selling them. The Tax Court found 
from the facts that the house sold had 
been purchased primarily as a resi- 
dence. It was not a transaction entered 
into for profit. Bernice R. Phillips, 
TCM 1954-93. 


Attorneys’ fees deductible for tax case 
where fraud penalties were feared. 
Taxpayer was permitted to deduct fees 
to attorneys who advised him and con- 
sulted with the Intelligence Unit. The 
Tax Court pointed out that not until 
after these attorneys’ services ended 
was the taxpayer indicted and fraud 
penalties asserted. Five dissents. Hymie 
Schwartz, 22 TC No. 91. 


Living expenses abroad not business 
expense. Taxpayer was stationed in 
Japan as a civilian employee for an 
indefinite duration. His expenses for 
food, lodging and car in Japan and the 
cost of maintaining a Washington 
apartment till his wife joined him were 
personal. He claimed he bought many 
Japanese objects for resale and was 
trying to establish a business. Allan 
Cummingham, 22 TC No. 110. 


Loss on guaranty of employer’s note is 
non-business. Taxpayer as officer, di- 
rector and stockholder of a carnival 
corporation guaranteed the notes of the 
corporation. Upon insolvency of the 


corporation he paid $3,000 in settlement 
of his guaranty, and deducted it as a 
business bad debt. Tax Court held it 
was a non-business bad debt. The legal 
expenses incurred in connection with 
the guaranty were allowed as a loss in- 
curred in a transaction entered into 
for profit. Taxpayer was allowed to de- 
duct admission taxes, withholding and 
social security taxes paid by him for 
the corporation after a revenue agent 
informed him he was personally liable. 
The Court said he was not a volunteer. 
Peter Stamos, 22 TC No. 108. [Seep.16] 


Expenses of incompetency proceedings 
deductible. Taxpayer was adjudicated 
an incompetent in 1949 and property of 
over $600,000 turned over to a commit- 
tee. In the tax return filed for the in- 
competent in 1941, the expenses of the 
proceeding were claimed as a deduc- 
tion. Tax Court holds that the expenses 
are deductible as incurred for the 
proper management and conservation 
of the income-producing property. 
Estate of Elsie Weil, TCM 1954-96. 


Alimony held payable over more than 
ten years. The decree of divorce dated 
March 24, 1947 provided that taxpayer 
was to pay $36,000 payable $300 per 
month commencing April 1, 1947. Held 
the words “payable $300 per month” 
means $300 payable during the month 
so the last payment was payable up to 
and including March 31, 1957 or seven 
days more than ten years from date of 
decree. As periodic payments over a 
period of more than ten years are tax- 
able alimony, the District Court prop- 
erly held the amounts deductible. Reis, 
US. v., CA-10, 7/14/54. 


Loss on hobby stamp collection not de- 
ductible. Loss on the sale of a stamp 
collection accumulated as a hobby is 
not deductible — it was not a transac- 
tion entered into for profit. Rev. Rul. 
54-268. 


Property (and profit on sale) found to 
be son’s. While his son was in the army, 
taxpayer, having power of attorney, 
drew about $400 from son’s bank ac- 
count and with $2,200 of his own 
damages, while in theory a windfall, are 
actually a hard fought-for receipt and 
thus should be taxable income to the 
recipient.1*. 
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bought property in his own name, sold 
within six months at a profit. The court 
finds that the intent of the father was 
that the property should belong to the 
son, subject to a debt of $2,200, and 
that the son is taxable on the gain. 
Ross v. U.S., D.C. Mass. 


Distributions on account of assessment 
on bank stock are capital. Upon the 
death of taxpayer’s father in 1929, cer- 
tain bank stock he owned was valued 
for estate tax purposes at about $350,- 
000, which amount was the basis to a 
trust for his widow. Assessments paid 
by the trust increased the basis. Loss 
claimed for worthlessness and for 
assessments paid produced no tax bene- 
fit. The remaindermen of the trust took 
over the shares at the same tax basis. 
Distributions to them on account of the 
recovery of the assessments are tax 
free until the entire basis is recovered. 
Frances Grey Merkel, TCM 1954-82. 


Detached interest coupons from de- 
faulted Japanese bonds. Upon resump- 
tion of payment by the Japanese Gov- 
ernment of pre-war bonds, the payment 
date of coupons for 1942 to 1952 was 
extended. These coupons, detached 
from the bonds, are dealt in separately 
on the N. Y. Stock Exchange. When 
detached they become separate capital 
assets and if sold, gain or loss is capi- 
tal. If held to maturity, the proceeds 
however are interest income. Rev. Rul. 
54-251. 


No casualty for termites whose pres- 
ence known for six years. An expert, 
on partial inspection in 1945, found 
termites in the taxpayer’s residence. 
The taxpayer did nothing further until 
1951 when inspection showed consid- 
erable damage. The court denied the 
loss was a casualty. It was foreseen and 
could have been guarded against. In 
any event the loss occurred over a five 
year period and not in the year 1951 
when claimed. Feinstein vy. U.S., DC 
Mo., 6/8/54. 


Bad debt disallowed for lack of proof. 
Taxpayer assigned her trust as security 
for bank loan to her ex-husband. Upon 
his failure to pay, her property was 
lost. She claimed a non-business bad 
debt loss. The Tax Court found that no 
evidence was submitted to show 
whether there was a genuine debtor- 
creditor relationship, whether there 
was real hope of repayment when the 


September 1954 


transaction arose and finally, whether 
there was no possibility of collection 
from her ex-husband. Frances G. Troy, 
TCM 1954-88. 


Property found to be acquired by gift 
not will. At issue was the taxpayer’s 
basis for real property acquired from 
her mother — if it was acquired by gift, 
her basis was her mother’s cost; if by 
will, value date of death. The mother 
had executed and recorded deeds to 
the property but continued to receive 
the income. The Court found that this 
did not amount to a trust, the taxpayer 
received a remainder interest by gift 
and her basis was her mother’s cost. 
Hahn v. U.S., DC Ohio, 6/18/54. 


Profit paid as interest allowed. [Ac- 
quiescence] Taxpayer’s mother had 
advanced to him one half the capital 
he invested in a partnership. He agreed 
to pay her 40% of his profit and return 
the capital upon liquidation. The Tax 
Court said this annual payment to his 
mother was deductible either as in- 
terest or as profit sharing on the sub 
venture. Erwin De Reitzes-Marienwert, 
21 TC. Acq. IRB 1954-30,5. 


Interest on profit, withheld by co-ven- 
turer, income when received. In 1942 
taxpayer collected some $6,500 repre- 
senting his share of profit on ranch 
_property, including profit on final sale 
in 1929. He also collected about $7,000 
interest. It is taxable in 1942. 

The taxpayer filed amended returns 
for 1939-41 and included as income 
from a trust part of the above. The 
years being closed, the Commissioner 
is not required to refund the addtional 
tax paid. Wight v. Alsup, D.C. Hawaii, 
6/3/54. 


Damages not deferred by scheduling 
installment collection. In December 
taxpayer (on the calendar year basis) 
agreed to accept some $50,000 in settle- 
ment of his claim for bonus and for 
sale of his stock in his employer. At his 
request the employer corporation (on a 
July 31 year) paid him two checks in 
December (for stock purchase and part 
of bonus) and the balance in January. 
The Tax Court found it was all income 
in December, being constructively re- 
ceived then. Joseph Frank, 22 TC 
No. 113. 


Accrued interest deductible though 
payment doubtful. [Acquiescence] The 


Tax Court permitted the taxpayer to 
deduct interest accrued on his obliga- 
tions. Deduction is proper so long as it 
cannot be “categorically said . . . that 
the interest would not be paid, even 
though . . . payment of any part... 


was extremely doubtful.” Edward L. | 
99. Acq. IRB | 


Cohen, 21 TC No. 
1954-30,5. 


Surrender of matured endowment pol- 
icy for cash and paid-up life is taxable. 
Taxpayer exercised an option included 
in her 10-year endowment policy, and 
in 1953 surrendered the matured en- 
dowment policy and received cash and 
a participating paid-up life insurance 
policy. The ruling states that this is a 
taxable exchange and capital gain is 
realized in the amount of the excess 
of the cash plus the value of the new 
policy over premiums (less dividends) 
on the old. The value of the new policy 
is its cost to a similar applicant on the 
date of exchange. Rev. Rul. 54-264. 


Provision for reduction of payments to 
ex-wife evidence of support. A separa- 
tion agreement incorporated in the de- 
cree of divorce provided that if the 
wife remarried the monthly payment 
was to be reduced from $500 to $250 
until the children reached 21 and the 
$250 was to be reduced $125 for each 
child reaching the age of 21. The Court 
finds that $250 was support for children 
and not deductible by taxpayer as ali- 
mony. Neuwahl v. Comm., TCM 1954- 
100. 


Debtor taxable on income until securi- 
ties are actually transferred to creditor. 
Taxpayer was liable on a guarantee to 
his nephew (an Italian citizen) arising 
out of the estate of his father who died 
in 1913. Not until the early 1940’s did 
he have funds to meet it. In 1945 he 
purchased British securities in the 
amount of 50,000 pounds but British 
restrictions on transfers prevented the 
transfer to the nephew until 1950 when 
the nephew received the securities and 
the income thereon from 1945. Tax- 
payer gave no notice to the nephew or 
the bank in 1945 that the bonds were 
set aside for the nephew. The Second 
Circuit agrees with the Tax Court that 
as to 1945-the interest on the bonds was 
income to taxpayer; no trust was 


created for the nephew nor was the 
taxpayer allowed to deduct interest as 
paid on a debt. Del Drago v. Comm., 
CA-2, 7/19/54. 
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TAX ASPECTS OF ESTATE PLANNING 


|Estate & Gift Taxation 


EDITED BY VENAN J. ALESSANDRONI, LI.B. 


New opportunities with insurance in 


estate planning under 1954 Code 


THE MOST SIGNIFICANT development in 
the new Code, from the view of the 
estate planner, is Section 2042 which 
completely abandons the premium pay- 
ment rule as a test in determining the 
taxability of insurance proceeds in the 
insured’s estate. The change is of such 
importance as to warrant a prompt 
review of many relatively fixed estate 
plans and insurance portfolios. Assign- 
ments of policies in the past, particu- 
larly where the insured had paid sub- 
stantial premiums, where the exception 
and usually governed by other than tax 
considerations. Acquisitions of new 
policies by other than the insured ran 
the risk of being fouled by the indirect 
premium payment rule, and the danger 
doubled when acquired by a dependent 
wife out of funds received from sources 
dubiously close to the insured. 

We now venture to predict that it 
will be the rare exception in future 
estate plans in which federal estate 
taxes are of consequence, not to have 
a policy owned by a wife, husband or 
child on the life of the spouse having 
the more substantial estate. The inter- 
play of the benefits of this new section, 
combined with Section 2503(c) of the 
new code (which permits the annual 
gift tax exclusion on certain gifts to 
minors) and the careful use of the 
split gift and marital gift provisions, 
offer varied opportunities. 

A number of estate plans may call 
for an immediate assignment of exist- 
ing policies to free the estate of ad- 
ditional tax, to give other assets the 
benefit of the marital deduction, to 
make for greater liquidity and greater 
overall net benefits to the family. True, 
the assignment may be subject to gift 
tax, valued on the replacement cost of 
the policy at attained age, but under 
optimum conditions insurance valued 


at $66,000 can be transferred gift tax 
free. A note of caution. Insurance is 
inherently testamentary in character, 
and its transfer is vulnerable to attack 
as a gift in contemplation of death, if 
the transfer is made within three years 
of the insured’s death. One cannot 
argue that the transfer was made to 
save income taxes, or to supply the 
wife with independent income, or to 
give her a separate estate while the 
insured lives (particularly during the 
initial years of a policy). On the bal- 
ance, however, the transfer is worth 
the risk, since the alternative would 
leave the policy fully taxable in the 
insured’s estate. 

The most attractive plan of all is the 
simplest. Let the wife or children apply 
for a policy on the life of the husband. 
We run no risk of contemplation of 
death. The husband can pay the prem- 
iums directly or can give the owner 
sufficient funds to make the payments. 
The gift tax exemptions and exclusions 
are sufficiently generous to permit the 
purchase of considerable insurance. In 
the relatively stable family situation, 
there would now appear far greater 
advantage for policies to be acquired 
by the insured’s spouse rather than by 
the insured. 

The use of a trust by the policy 
owner offers many possibilities: the 
insured can transfer an existing policy 
to an existing trust; he can fund di- 
rectly a new life insurance trust or he 
can create an unfunded trust and pay 
the premiums out of his own funds. 
But in all of these, considerable caution 
must be exercised. The transfers may 
be held to be gifts of future interests 
and lose the annual gift tax exclusion; 
the policies may remain taxable in the 
insured’s estate if the trust is otherwise 
taxable as a transfer intended to take 
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effect at death or if the insured re- 
tained sufficient administrative or other 
control over the trust to give him an 
incident of ownership in the policy. -o- 


Incidents of ownership more 


important under new law 

THE DETERMINATION OF WHAT is an “in- 
cident of ownership” becomes of vital 
importance now that Sec. 2042 of the 
1954 Code makes this the primary fac- 
tor in subjecting insurance proceeds to 
estate tax. Est. of Louis Goldstein, Ct. 
Cls., 7/13/54, emphasizes that a relin- 
quishment of an incident of ownership 
must be complete and absolute to 
avoid imposition of estate tax. In this 
case the insured decedent amended 
three policies giving the beneficiary the 
right to change the beneficiary except 
that, during the lifetime of the insured, 
his written consent had to be obtained. 
The policies as originally issued con- 
tained a similar provision. The Court 
of Claims reviewed Treasury Regula- 
tion 105 which provides that an inci- 
dent of ownership is not confined to 
ownership in the technical sense, and 
adds: “Incidents of ownership in the 
policy include, for example, the right 
of the insured or his estate to its eco- 
nomic benefits, the power to change 
the beneficiary, to surrender or cancel 
the policy, to assign it, to revoke an 
assignment, to pledge it for a loan, or 
to obtain from the insurer a loan 
against the surrender value of the 
policy, etc.” The court held that the 
decedent “in conjunction with” the 
beneficiary, had all the incidents of 
ownership with respect to the policy. 
Sec. 811(g) (2) (B), IRC. To say that 
the decedent’s control was “negative” 
or in the nature of a veto power, does 
not diminish its effectiveness as an 
incident of ownership. It was, during 
his life, exactly equivalent to the con- 
trol of the named beneficiary. Neither 
could act without the other. -0- 


Preserving the charitable 


remainder deduction 

A FAVORITE TESTAMENTARY DEVICE where 
the primary beneficiary of a testator 
is an elderly person is to set up a trust, 
giving the trustee the right to pay out 
principal for the beneficiary, and pro- 
viding for the remainder to go to 
charity upon the end of the life estate. 
If the charitable deduction can be sus- 
tained upon the estate tax proceeding, 
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the net savings to beneficiary (by way 
of increased income) and to remainder- 
men (by way of increased corpus) are 
likely to be large. 

Rev. Rul. 54-285 gives us an up-to- 
date codification of the rules governing 
the allowance of such deductions. It 
says: 

“..a charitable deduction under 
Section 812(d) of the Internal Revenue 
Code may be allowed on account of be- 
quests or gifts of remainder interests 
to charity in cases where the will or 
instrument authorizes invasion of cor- 
pus for the comfortable maintenance 
and support of life beneficiaries if (1) 
there is an ascertainable standard cov- 
ering comfort and support which may 
be either express or implied, and (2) 
the probability of invasion is remote 
or the extent of the invasion is cal- 
culable in accordance with some ascer- 
tainable standard.” 

The ruling was based upon a trust 
instrument which authorized invasion 
of principal for the benefit of the 
settlor’s wife if the trustee deemed it 
necessary for her comfort, support, 
hospital or medical expenses. The 
widow, age 79, had substantial inde- 
pendent resources sufficient to fulfill 
her moderate needs. The ruling held 
that the words “comfort and support” 
while establishing no express standard 
should be interpreted as meaning the 
comfort and support according to the 
standard of living enjoyed by the bene- 
ficiary prior to the decedent’s death. 
The words “hospital and medical ex- 
penses” were deemed merged in the 
broad compass of comfort and support. 
After determining that the instrument 
set an implied ascertainable standard, 
the ruling then went on to determine 
the probability of invasion and held it 
to be remote. The ruling seems to 
imply that where an _ ascertainable 
standard of invasion is not expressed in 
the instrument it is also necessary to 
find that the probability of invasion is 
remote in order to qualify the charit- 
able deduction. It would therefore 
appear preferable, in every instance, 
to fix and delineate in the instrument 
itself the standard of invasion by am- 
plifying the words “comfort and sup- 
port,” and a standard based upon a 
maximum ceiling specified in the in- 
strument is by all odds the safest. -o- 


A marital deduction gained 


MR. BARRETT AND HIS prospective wife 


September, 1954 


entered into an ante-nuptial agree- 
ment. Simultaneously she set up a trust 
which was subsequently amended to 
give her husband a one-fourth interest. 
During the marriage the trust was fur- 
ther amended and the provision for 
the husband’s benefit deleted. Under 
her will she provided a $5,000 legacy 
for her husband. After her death on 
November 1, 1948, Mr. Barrett filed a 
claim against the estate on the ground 
that the trust provision in his favor 
had been eliminated as a result of un- 
due influence exercised by his wife’s 
brother. After some negotiations the 
claim, including the $5,000 legacy, was 
settled by a cash payment of $10,250 to 
Mr. Barrett. The wife’s executor claimed 
the settlement as a marital deduction 
on the ground that the claim of Mr. 
Barrett was enforceable under Mis- 
souri law. 

The Tax Court (Est. of Barrett, 22 
TC No. 78) sustained the deduction. 
The claim was settled without litiga- 
tion but on the reasonable belief that 
it constituted a serious threat to the 
will. Had the husband’s claim been al- 
lowed by the state court after full liti- 
gation, there is no question but that it 
would have qualified for the deduction 
as an interest passing by inheritance. 
There is nothing in the statute or in 
logic that should deny similar treat- 
ment to a settlement payment made 
before trial. -0- 


A marital deduction lost 


Mr. TINGLEY MADE HIS WILL in 1930 and 
died October 3, 1948, shortly after the 
enactment of the marital deduction law. 
He left most of his estate in trust for 
his wife for life and gave her the right 
to withdraw all principal on demand 
made on the trustee. Had he stopped 
here, the trust would have qualified 
for the marital deduction. But the will 
went on to provide that the wife’s right 
to withdraw principal ceased if she 
became legally incapacitated or if for 
any reason a guardian, conservator or 
other custodian of her person or estate 
were appointed. She died in 1952 at the 
age of 83 without having lost her legal 
capacity or having a guardian ap- 
pointed. The executor took the marital 
deduction for the trust, but the Com- 
missioner disallowed it on the ground 
that the will did not give her the power 
to withdraw corpus “. . . in all events” 
Sec. 812(e) (1) (F) LR.C. 

The Tax Court (Estate of Tingley, 


22 TC No. 54) sustained the disallow- 
ance on the theory that the provisions 
of the will had established conditions 
under which the power to withdraw 
corpus was not exercisable by the wife. 
The court was not troubled by the 
legal incapacity provision but based 
its decision on the fact that conditions 
short of legal incapacity could bring 
about the appointment of a guardian, 
conservator or custodian and thus 
terminate the wife’s access to principal. 
Recent decisions would indicate that 
the Tax Court is going to be extremely 
technical in applying the marital de- 
duction statute. Judge Arundell dis- 
sented on the theory that the widow, 
at the decedent’s death, had the full 
power to acquire the trust property. 
The possibility that a donee may be- 
come legally incapable always exists, 
and would serve in any event effec- 
tively to extinguish the right to con- 
sume principal. -0- 


New decisions 





Marital deduction disallowed where in- 
surance may go to others. Upon the 
death of the primary beneficiary (the 
spouse) any remaining installment pay- 
ments on the proceeds of a life insur- 
ance policy under the option selected 
by the decedent were to be paid bene- 
ficiaries named by decedent. The Tax 
Court held the spouse’s interest was 
terminable and no marital deduction 
was allowed. Estate of Thomas J. White, 
22 TC No. 83. 


Charitable deduction of remainder in- 
terest not prevented by right to invade 
corpus. Where the will authorizes an 
invasion of corpus for the comfort and 
support of life beneficiaries, a char- 
itable deduction may be allowed if 
there is an ascertainable standard or 
if the probability of invasion is remote 
or calculable. Rev. Rul. 54-285. 


Evidence of oral trust too vague. The 
Tax Court finds that the evidence of 
the nature of an alleged oral trust is so 
scanty, vague and conflicting that it 
cannot find wrong the Commissioner’s 
determination that the income is tax- 
able to the donor-father. Louis J. Reiz- 
enstein, 22 TC No. 102. 


Dividends on specific bequests not tax- 
able to estate. Without opinion the de- 
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cision of the Louisiana District Court 
is affirmed. Decedent left specific be- 
quests of stock. The District Court held 
that under Louisiana law the legatees 
were owners immediately after death. 
It follows that the estate is not taxable 
on these dividends. McCloskey Estate, 
Donnelly v., CA-5, 7/16/54. 


4% discount factor in valuing remain- 
der must be used. At the death of the 
decedent she had a vested remainder 
in a trust, the life beneficiaries of 
which were both over 60. The corpus of 
the trust consisted of stock of The 
Rubberoid Co. The value on the op- 
tional valuation date was stipulated. 
However the estate urged that because 
of the high income and the speculative 
nature of that stock, the value of the 
remainder to be received upon the 
deaths of the life beneficiaries should 
be discounted at higher than 4%, in 
effect asking for a larger part of the 
agreed value for the life estates and a 
smaller for the remainder. The Tax 
Court held that while there might be 
cases in which a larger discount than 
that required by the regulations might 
be proper, the taxpayer had not shown 
such an unfair result here as to justify 
a variation from the simple, practical, 
certain rule set in the Regulations. 
Estate of Irma E. Green, 22 TC No. 93. 


Power not exercised by conveyance of 
subject property to trust. A, who died 
before 10/21/42, left the income and 
power to invade principal to B, with 
remainder, if any, to two others. B and 
the two contingent remaindermen con- 
veyed the property in trust without 
changing or limiting their interests, 
solely for the purpose of keeping this 
property separate. Under current law, 
B’s power to consume the principal 
(having arisen prior to 10/21/42) will 
not be includible in his taxable estate 
as a power of appointment unless he 
exercises the power. Held the transfer 
to the trust is not an exercise of the 
power. Rev. Rul. 54-271. 


Distribution determined by state law 
is base for marital deduction. A wife 
elected to take % husband’s estate 
under the law and a probate court de- 
termined that under state law certain 
bonds in the name of decedent and his 
daughter were part of his estate. The 
Commissioner excluded the value of 
the bonds for computation of the mari- 
tal deduction. The District Court up- 


held taxpayer saying the distribution 
as determined by the probate court 
should be used in determining the 
marital deduction. Moore v. Coll., DC 
Kan., 6/30/54. 


Marital deduction denied where power 
to invade is limited. In 1950 decedent 
left his estate to his wife for life with 
remainder to his sons. The wife could 
invade the corpus to maintain her cus- 
tomary way of living. The Tax Court 
held that this power did not give her 
an absolute fee and since her interest 
was terminable no marital deduction 
was allowable. Estate of Michael Mela- 
mid, 22 TC No. 116. 


Survivorship annuity valued by mor- 
tality and discount tables. In 1938 and 
1939 the decedent paid $390,000 for an- 
nuity contracts which paid about $20,- 
000 to her for life and $20,000 to her 
husband for his life if he survived. She 
died in 1947, her husband surviving. 
On the authority of the Clise case, 122 
F(2d) 998, CA-9, the Court holds that 
the contracts are includible in her 
estate. The taxpayer had argued that 
since the transfer was made in 1938 and 
1939, prior to Oct. 7, 1942, it was not 
includible because she retained no 
possession or right to income. However, 
the Clise case held that retaining the 
annuity for her life was retaining en- 
joyment of the property. 

There were three alternative meth- 
ods of valuation: 

1. The cost of a comparable con- 
tract—taking the cost a single life 
contract for the husband at the date of 
the wife’s death — about $260,000. 

2. The cost of a comparable contract 
— taking the cost of a survivorship con- 
tract immediately prior to the wife’s 
death — about $61,000. 

3. The present value at 4% discount 
of the annual payments of about $20,- 
000 for the husband’s life expectancy 
at the date of the wife’s death — about 
$160,000. 

The Court found that there were no 
comparable contracts—because the 
actual contracts involved were pur- 
chased in 1938 and 1939, not 1947, when 
the parties’ life expectancies were quite 
different. Moreover, the net annual re- 
ceipt after income tax on 3% of $390,- 
000 would be far different from the net 
after tax on 3% of cost of a contract in 
1947. The Court found the value by the 
discount method. Grant v. Smyth, D.C. 
Cal. 6/30/54. 
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Ruling on life insurance in Louisiana 
estate applies to Texas. Ruling 232 
(IRB 1953-22, Oct. 1953) analyzed the 
estate tax treatment of life insurance 
in the estates of Louisiana decedents. 
Since the Texas law of separate and 
community property, as applied to 
policies taken out before marriage, is 
the same as Louisiana, that part of the 
ruling (Para. E) which analyzes the 
tax treatment of a policy taken out be- 
fore marriage where some of the prem- 
iums were paid from community funds, 
is applicable to Texas Estates. Rev. 
Rul. 54-272. 


Non-resident alien’s bank deposit not 
taxed even though vested in Alien 
Property Custodian. When the dece- 
dent died in 1943 funds which had 
been deposited by the Treasurer of the 
City of New York for her in a New 
York Bank were subject to a vesting 
order of the Alien Property Custodian 
issued in 1942. In 1944 he actually re- 
ceived these funds. The estate claimed 
there was no estate tax due since the 
funds were on deposit in a bank and so 
exempt. The argument of the Commis- 
sioner was that she had no title at 
death — the title was held by the US. 
government. The Tax Court holds that 
under the Trading with the Enemy Act 
vesting is ignored for tax purposes 
and the money prior thereto was held 
for her. Estate of Lina Joachim, 22 TC 
No. 106. 


Two gift tax decisions 


Spouse merely consenting to gift split- 
ting need not file return. A spouse who 
made no gifts himself during the tax- 
able year is not required to file a return 
if the value of gifts made by his spouse 
(which he consents to treating as made 
one half by each), is not more than 
$6,000. Rev. Rul. 54-252. 


Gift tax payable despite later return of 
gift. In 1950 donees gave up the right 
to stocks under a compromise settle- 
ment of a suit filed by donor for return 
of stock because of undue influence by 
donees. Donees filed for refund of gift 
tax paid. The Court held the transfers 
were not subject to recall and the vol- 
untary settlement did not affect the 
finality of gifts made previously. It 
hinted the decision might have been 
different if a competent court had de- 
clared the transfers void or voidable 
because of undue influence. Short v. 
U.S., DC W.Va., 4/26/54. 





NEW DEVELOPMENTS IN 


Fraud & negligence 


WITH NEW DECISIONS 


How much warning against self- 


incrimination should taxpayer get? 


WHEN THE GOVERNMENT STARTS PRESSING 
HARD in a fraud case, it’s sometimes 
easy for the taxpayer to feel (or at 
least to claim) that his rights have 
been violated. The taxpayer did just 
this in Burdick (CA-3, July 1, 1954), 
claiming in his appeal from the District 
Court that he had not been warned 
that what he said in conference with 
representative of Intelligence Unit 
would be used against him. The follow- 
ing excerpt from the court’s opinion is 
significant. 

We come now to defendant’s second 
point — that the trial judge committed 
prejudicial error in denying his motion 
to suppress certain evidence. The latter 
included defendant’s bank and broker- 
age records, a net worth statement 
prepared by his accountant, Willits, and 
oral admissions, all of which were 
given or made by the defendant to 
Special Agent Gerson of the Intelli- 
gence Unit, Internal Revenue Service, 
during the course of the government’s 
preindictment investigation of defend- 
ant’s financial affairs. The motion to 
suppress was based upon the claim that 
when the above data and information 
was submitted to Special Agent Ger- 
son, the latter allegedly failed to warn 
defendant that he did not have to tes- 
tify against himself nor give any infor- 
mation that might be used against him 
in a criminal proceeding. 

We are of the opinion that the trial 
judge did not err in denying the de- 
fendant’s motion to suppress. 

It is well-settled that it is “. . . not 
essential to the admissibility of his 
(defendant’s) testimony that he should 





2As early as 1896, the Supreme Court in 
Wilson v. United States, 162 U. S. 613, 623 
(1896) enunciated the rule that “. . . the 
true test of admissibility . . .” was whether 
the statements were “ . made freely, vol- 
untarily, and without compulsion or induce- 
ment of any sort.” 


first have been warned that what he 
said might be used against him,” pro- 
viding that the defendant’s statement 
“... Was entirely voluntary and under- 
standingly given. Such testimony can- 
not be excluded when subsequently of- 
fered at his trial.” (Powers v. United 
States, 223 U. S. 303, 312 (1912).1 

Pertinent to and dispositive of the 
defendant’s contention is a recent de- 
cision of the United States Court of 
Appeals for the Fifth Circuit, Mont- 
gomery v. United States, 203 Fed. (2d) 
887 (1953). It was there stated (page 
892): 

“ . . In the present case, Special 
Agent Baskett testified that ... he 
never at any time told the defendant 
that any document that was surren- 
dered to him or his fellow agents 
would be used in either a civil or crim- 
inal prosecution against him. The de- 
fendant testified that, when Baskett 
and Government Agent Wilson first 
came to see him about his income tax 
matters, they told him that it was a 
routine check up, and that on each 
occasion he conferred with them, they 
told him it was purely a civil matter, 
that they would soon let him know how 
much taxes he owed, if any, and allow 
him to pay them, and that at no time 
was it intimated to him that there 
might be a criminal prosecution. . . 
We do not think the circumstances 
under which the statements of the de- 
fendant and of his wife, and the can- 
celled checks and dccuments, were ob- 
tained were sufficient of themselves to 
require that evidence be excluded on 
the ground of being involuntary as a 
matter of law. ... All of those circum- 
stances were matters which went to the 
weight or credibility of the testimony 
thus obtained. (citing cases)” 

To the same effect are United States 
v. Block, 88 Fed. (2d) 618 (2d Cir. 
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1937), cert. denied 301 U. S. 690 (1937); 
United States v. Heitner, 149 Fed. (2d) 
105 (2d Cir. 1945), cert. denied sub 
nom., Cryne v. United States, 326 U. S. 
727 (1945); and Chieftain Pontiac Corp. 
v. Julian, 209 Fed. (2d) 657 (5th Cir. 
1954). 

In the instant case the uncontra- 
dicted testimony reveals that defendant 
was under no compulsion when he sub- 
mitted the evidence in question to 
Special Agent Gerson. On direct exam- 
ination Gerson described the circum- 
stances surrounding his initial meeting 
with defendant as follows: 

“T called him on the telephone to 
make an appointment for him to come 
in and give me such information about 
his financial background that I needed 
for the purposes of this case. I believe 
on the phone I told him .. . that it 
would be an informal meeting, and 
made an appointment with him to come 
in on November 6, 1951. He brought 
with him Mr. Willits whom he intro- 
duced as his accountant. I introduced 
myself to both of them, told them that 
I was a representative of the Intelli- 
gence Unit in Philadelphia, and I told 
them that it would be an informal 
meeting, and he could answer any 
questions that he wanted, or he could 
refuse. I also told him that anything 
he cared to give me would be volun- 
tary. He said that he would be glad to 
cooperate with the department in any 
way. He said he would give me or the 
department anything I thought was 
necessary... .” 

When asked upon cross-examination 
whether he had warned defendant that 
anything said might be used against 
him in a criminal prosecution, Gerson 
replied: “I told him anything that he 
told me would be voluntary at that 
BOM oi." 

Defendant’s final contention is that 
the United States Attorney was guilty 
of prejudicial conduct during the course 
of the trial. 

We are convinced, however, that 
though the government prosecuted with 
vigor, and was undoubtedly overzeal- 
ous at times, no substantial rights of 
the defendant were affected. The record 
reveals that the trial court maintained 
an attitude of impartiality throughout 
the trial and was quick to admonish 
government counsel in the presence of 
the jury when the proprieties required 
it. Furthermore, in his charge to the 
jury, he stated: 

“ . . you, and you alone, are the 
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sole judges of the facts in the case... 
you will not permit any invasion of 
your province to alone judge of the 
facts ...I also call your attention that 
you should keep your minds unin- 
fluenced by any extraneous remarks 


» that may have been made by counsel in 


this case, particularly since the coun- 
sel table of the Government is tra- 
ditionally close to the jury box. If you 
have heard any remarks or side re- 
marks at Government’s table uttered 
by the United States Attorney, you 
will exercise, I am sure, your good 
common sense and completely disre- 
gard them.and not let them influence 
you in any way, in the case because 
only the evidence that you hear in the 
court room is the material on which 
you work and upon which you arrive 
at your verdict.” 

For the reasons stated the judgment 
of conviction and the sentence imposed 
thereon by the District Court will be 
affirmed. -O- 


New _ decisions 





“Gifts” to clerk of legislature income. 
The defendant was an executive clerk 
of the New Jersey Legislature and also 
was in the advertising business. After 
a jury trial he was found guilty of in- 
come tax evasion. This court sustains 
the verdict as supported by the evi- 
dence—that he received substantial 
sums for information on legislative ac- 
tion on specific bills supplied to in- 
terested parties. Nor was it improper to 
admit evidence of net worth, receipts, 
ete. voluntarily given to agents prior 
to indictment and without specific 
warning it might be used against him. 
The agent merely told him that any in- 
formation would be given voluntarily. 
Burdick, U.S. v., CA-3, 7/1/54. [See 
excerpt from this decision on self-in- 
crimination, page 48. Ed.] 


Net worth used; wife liable though she 
did not sign. Taxpayer who bought and 
sold cattle and operated a meat shop 
asserted that his books and records 
were lost except for cancelled checks 
and bank statements. Commissioner de- 
termined deficiency for 1943 on net 
worth increase plus living expenses. 
For 1944 and 1945 he computed the 
percentage of gross profit over cost of 
goods sold in 1943 and applied it to 
cost of goods sold in 1944 and 1945. 


These methods were found to be rea- 
sonable. His wife signed earlier returns 
and had never filed an individual re- 
turn, but failed to sign 1944 and 1945 
returns although her name appeared 
as a taxpayer. She was held jointly 
liable for deficiencies. Reliance on 
bookkeeper is not reasonable cause for 
failure to keep adequate records. The 
taxpayer should have supplied him 
with adequate data. Negligence penal- 
ties sustained but not fraud. Hyman B. 
Stone, 22 TC No. 109. 


Bank deposits used to compute income. 
Taxpayer who dealt in liquors and was 
convicted of selling at higher than 
OPA prices kept no records. Commis- 
sioner’s computation of income using 
bank deposits is accepted. Tax Court 
however allowed higher costs and ex- 
penses. Fraud penalties sustained. Ruth 
Sterns, TCM 1954-83. 


Bank deposits used to compute income. 
Taxpayer was a restaurant manager 
and also a bookmaker. His total income 
was computed from his bank deposits. 
Certain deposits he proved were for 
cashing specific checks and were ex- 
cluded. For lack of proof, no deduc- 
tion was allowed for others he claimed 
to have cashed, nor for payments made 
to winning bettors. Fraud penalties 
sustained. Wiessner, TCM 1954-89. 


Tax Court allows more starting cash in 
net worth computation. Based largely 
on the Court’s lack of trust in the 
credibility of the taxpayer, the Com- 
missioner’s reconstruction of income by 
the net worth method was accepted. 
However the Court found that the tax- 
payer, having been engaged in illegal 
activities for many years, had sub- 
stantial funds at the opening of the 
period. Fraud penalties sustained. 
Michael Potson, 22 TC 111. 


Corporation not allowed embezzlement 
loss on scheme to divert income to 
stockholder. The Tax Court found that 
the three stockholders planned not to 
enter substantial sales of the corpora- 
tion on its books, but to retain and di- 
vide the proceeds personally. This was 
no embezzlement, but a wilful attempt 
to evade tax. Fraud penalties sus- 
tained. Ace Tool & Engraving, Inc., 22 
TC No. 101. [See page 17. Ed.] 


Expenses incurred in illegal business 
disallowed. Fees paid by a physician 
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for referral of abortion patients were 
disallowed as business expenses on the 
ground allowance would frustrate pub- 
lic policy. Salaries and supplies also 
disallowed as against public policy. 
Fraud penalties sustained because of 
omission of gross income. Estate of 
Joseph Karger, TCM 1954-98. 


Gambler’s failure to file a return wilful 
neglect. Taxpayer, a gambler, failed to 
file a return for a year in which he 
paid large gambling fines, lawyer’s fees 
and had a high standard of living. 
Fraud and negligence penalties sus- 
tained. David Leigh, TCM 1954-99. 


Fraud in failing to report bookmaking 
income, not in failing to report wages. 
Taxpayer’s returns for 1946 and 1947 
reported his wages but not his income 
from bookmaking. The Commissioner 
used his bank deposits to determine in- 
come. The taxpayer’s claim that some 
was used to pay off winners was dis- 
missed as unproved. Fraud penalties 
sustained. For 1948 and 1949 taxpayer 
had an accountant prepare returns re- 
flecting the gambling income but not 
salary. The Court believed this was an 
oversight and fraud penalties were not 
sustained. Jack Lux, TCM 1954-97. 


Unrecorded cash payments from dis- 
tributors. Taxpayer was in the liquor 
broker business. In addition to his 
wholesale markup he received pay- 
ments from his distributors wnich were 
made in cash and unrecorded. Unre- 
ported income determined and fraud 
penalties sustained. Marion I. Bowen, 
TCM 1954-92. 


Funds obtained by criminal means and 
used for personal economic gain tax- 
able as income. Taxpayer converted 
by-products from a process performed 
for a customer, sold them and retained 
the proceeds. He failed to report these 
proceeds as income. The funds consti- 
tuted economic gain, value and enjoy- 
ment to the taxpayer and were taxable 
income even though the money was 
embezzled. Conviction below of wilful 
evasion sustained. Marienfeld v. U.S. 
CA-8, 7/12/54. 


Net worth; 25% omitted. 1945 and 1946 
Court finds gambling income unre- 
ported. It was reconstructed by net- 
worth-plus-expenditure method. Fraud 
penalties sustained. Because of fraud 
no statute of limitations applies. 


1947 — Commissioner failed to prove 
fraud as to items omitted. Since they 
exceed 25% of gross income reported, 
5-year statute applies. Estimated tax 
return required for this year not filed. 
Penalties for failure to file and under- 
estimated sustained. 

1948— Again fraud not proved. 
Omitted items being less than 25% of 
reported gross income, ordinary 3-year 
statute applies. C. A. Lux, TCM 1954- 
107. 


Partnership funds deposited in per- 
sonal account are evidence of fraud. A 
partnership composed of father and son 
kept three bank accounts. In addition 
the father deposited partnership funds 
in two personal bank accounts. The 
bookkeeper who kept the books and 
the accountant who prepared the tax 
returns had no knowledge of the per- 
sonal bank accounts so the books and 
tax returns were based only on the 
three partnership accounts. The father 
and son were found guilty of criminal 
evasion. Their motion for acquittal was 
denied as there was enough evidence 
in the record for the jury to find them 
guilty beyond a reasonable doubt. 
Lindstrom, U.S. v., DC Penn., 7/22/54. 


Criminal conviction reversed. The Dis- 
trict Court below committed reversible 
error in admitting testimony about the 
taxpayer’s family partnership and ex- 
pense accounts when the only issue at 
stake was whether he attempted to 
evade tax by not reporting as income 
his withdrawals from a wholly-owned 
corporation. 

Further the instruction to the jury 
was in error in telling them that the 
taxpayer should be found guilty of 
wilful evasion if they found he did not 
exercise reasonable care in reviewing 
the return prepared for him by an ac- 
countant. Hartman v. US. CA-8, 
7/26/54. 


Directed acquittal for failure of gov- 
ernment proof. The Court stated that 
the burden was on the Government, 
before resorting to the net worth 
method, to show that the taxpayer’s 
books and records are inadequate. 
Further it must show the taxpayer’s 
assets at the beginning of the period 
or its net-worth-plus expenditures 
method cannot be used. Since the Gov- 
ernment did not meet that burden 
here, the jury is directed to acquit. 
Riganto, U.S. v., DC Va., 4/22/54. 


CORPORATE & PERSONAL PROBLEMS IN 


Taxation of compensation 


EDITED BY JOHN P. ALLISON, LIB. 


Presumption that bargain transfer to 


employees is compensation held invalid 


THE LOBUE DECISION FORESHADOWS 
the downfall of a regulation. Being 
one of long standing, this is news. 
Yet the demise of this one should 
not have come as a complete surprise 
to tax men. It was foreshadowed 
four years ago in—of all places — 
a Senate Finance Committee Report. 

It started in 1945 with Commis- 
sioner v. Smith, 324 U.S. 177. The 
Supreme Court there held that an 
employee to whom stock had been 
optioned was taxable on the spread 
between the option price and value 
of the stock at the time the option 
was exercised. The decision rested 
on an uncontroverted Tax Court 
finding that the option had been 
granted as compensation. The regu- 
lation then in effect stated merely 
that when an employer transferred 
property to an employee for an 
amount substantially less than fair 
market value, the excess of value 
over cost to the employee was in- 
come “to the extent that such dif- 
ference is in the nature of com- 
pensation”. 

Flushed with his victory in Smith, 
the Commissioner hastened to 
change his regulation to provide that 
the spread between value and cost to 
the employee was “in the nature of 
compensation” and therefore in- 
cludible in the employee’s income. 
That was the way the regulation had 
read prior to 1939, in which form it 
had been held invalid by the Sixth 
Circuit in Taplin v. Commissioner, 
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41 F.2d 454 and by the Ninth Circuit 
in Commissioner v. Van Vorst, 59 
F.2d 677. 


The Senate raises a question 

The Senate Finance Committee 
Report on the Revenue Act of 1950, 
in its discussion of the then new 
Sec. 130A dealing with employee 
stock options, expressed the opinion 
that the 1946 regulation was not 





ee ee 


justified by the Supreme Court de- | 


cision in Smith and was of doubtful 
validity. But the Commissioner paid 
no heed. 


The Tax Court acts 

Now, after a lapse of four years, 
a divided Tax Court has stricken 
down the regulation. The decision 
was rendered in Philip J. LoBue 
(22 T.C., No. 58) briefly mentioned 
here (JTAX, July, p. 17). 

LoBue was employed as an execu- 
tive of Michigan Chemical Corpora- 
tion at a monthly salary of $500 in 
1944 and 1945 and $550 in the fol- 
lowing two years. In 1944 the presi- 
dent proposed that key employees 
be given options to buy stock. The 
proposal was adopted and 10,000 
shares were made available for pur- 
chase over the following three years 
by employees to be chosen by the 
directors. The option price was fixed 
at $5 a share, or slightly more than 
fair market value at that time. Later 
that year, and again in each of 1945, 
1946 and 1947, LoBue was notified 
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that he had been allotted an option 
to purchase stated amounts of stock, 
in pursuance of the company’s plan. 
Each notification made it clear that 
the option was intended to induce 
him to devote his wholehearted ef- 
forts to the company. 

LoBue exercised each of his op- 
tions at times when the value of the 
stock substantially exceeded its cost 
to him. He did not report the spread 
as income and with respect to the 
first option the company did not 
claim the spread as a deduction. It 
did claim deductions, however, with 
respect to the options exercised in 
1946 and 1947, 

In defending the deficiency as- 
serted against LoBue for failure to 
pick up the spread between value 
and option price as ordinary income 
in the years when the options were 
exercised, the Commissioner relied 
on his regulation. 

In a Court-reviewed case, with 
four judges dissenting, the majority 
held: 

1. The regulation is invalid be- 
cause it creates a conclusive pre- 
sumption on what is essentially a 
question of fact: was the option 
granted as compensation or primarily 
to give the employee a proprietary 
interest? In the Smith case the com- 
pensation nature of the option had 
been conceded. 

2. The options granted to LoBue 
were not compensatory. Their pur- 
pose, as established by all the sur- 
rounding circumstances, was pri- 
marily to give him a proprietary in- 
terest. Perhaps the most important 





Mercy: a verse! 


Rev. ruu. 54-171, which states that un- 
employment insurance benefits are 
exempt from levy for unpaid Federal 
taxes, has inspired the following 
quatrain: 
“The quality of mercy is not strained, 
It falleth as the gentle rain on In- 
ternal Revenue. 
For though you owe your taxes you 
will not be distrained — 
Your unemployment benefits 
protected by taboo.” 


are 





single factor is that the option price 
exceeded the fair market value of 
the stock when the option was 
granted. The fact that the company 
claimed a deduction — which is ir- 
dicative of an intent to give com- 
pensation — is not binding on LoBue. 

This decision is probably headed 
for review, and we'll stick our necks 
out to the extent of prophesying that 
the invalidity of the regulation will 
be upheld. Whether an appellate 
court will hold that the evidence 
supported the finding that the option 
was “proprietary” rather than “com- 
pensatory” is another question. 

At the present time there are 
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three distinct types of stock options 
which can lead to capital gain for an 
employee: 

1. The statutory option set forth 
in Sec. 421 of the 1954 Internal 
Revenue Code, which is still the 
surest way if the rather rigid statu- 
tory conditions can be met. 

2. The proprietary option involved 
in LoBue. The difficulty with this 
type is that the proof must be con- 
vincing although the facts are gen- 
erally ambiguous. 

3. The MacNamara type (see 
JTAX, June, p. 42) where the value 
of the option itself, but not the profit 
from its exercise, is compensation.-o- 





1954 Revenue Code changes with 


respect to personal compensation 


CoMPENSATION IS ONE AREA of the new 
Code which can be covered without 
burning too much midnight oil, for the 
changes from the old law are relatively 
few. Many of the radical proposals in 
the House bill—such as explicit ap- 
proval of deferred compensation con- 
tracts — were dropped by the Senate. 
The principal amendments adopted af- 
fect tax-exempt employee benefit plans, 
statutory stock options, sickness and 
accident benefits and retirement income. 


Tax-exempt employee benefit plans 

The new law has been succinctly 
summarized by Meyer M. Goldstein, 
Executive Director, Pension Planning 
Company of New York City. He tells 
us that “The new law: 

1. Extends the long-term capital 
gain treatment to non-trusteed an- 
nuity plans. 

2. Extends the long-term capital 
gain treatment to total amounts pay- 
able by reason of the death of an em- 
ployee after his separation from the 
service. 

3. Extends the long-term capital 
gain treatment to total amounts dis- 
tributed after December 31, 1953, and 
before January 1, 1955, as a result of 
the complete termination of the plan 
if the termination is incident to the 
complete termination of the business of 
the employer prior to the enactment 
of the bill. 

4, Provides for deductions of contri- 


butions by resident employers to for- 
eign trusts and allows the same tax 
treatment to distributees of such trusts 
as is applicable to distributees of resi- 
dent trusts. 

5. Removes from the deduction lim- 
itations applicable to pension and 
profit-sharing plans contributions to 
certain welfare funds previously ne- 


gotiated. 
6. Extends the time for making 
contributions to exempt employees’ 


trusts and under qualified non-trusteed 
plans to the filing date of the employ- 
er’s tax return, including extensions of 
time in which to file. 

7. Extends the $5,000 death benefit 
exclusion to pension as well as profit- 
sharing and stock bonus trusts, and to 
non-trusteed qualified annuity plans, 
with respect to total payments in one 
taxable year, regardless of whether the 
employee had a non-forfeitable right 
under the plan pricr to death. 

8. Extends the benefits of the sta- 
tute of limitations to an exempt em- 
ployee’s trust by providing for the 
filing of a simple return. 

9. Allows deductions for contribu- 
tions made up under a profit-sharing 
plan of an affiliated group by members 
having profits and which are used for 
employees of the loss member. 

10. Excludes from the gross estate 
of a deceased employee the value of an 
annuity or other payment receivable 
by a beneficiary under an exempt em- 
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ployees’ trust or qualified non-trusteed 
annuity plan, except for the portion 
attributable to the employee’s own 
contributions. 

11. Subjects investments of an em- 
ployees’ trust to the prohibited transac- 
tions provisions applicable to exempt 
organizations. 

12. Subjects to tax the unrelated 
business income of an employees’ 
trust.” 


The Journal of Taxation ° 


Statutory stock options 

1. “Variable” stock options are now 
permitted. A variable option is one in 
which the purchase price is determined 
under a formula in which the value of 
the stock is the only variable at any 
time during a period of six months, 
including the time the option is exer- 
cised. However, the option price, which 
is computed as though the option had 
been exercised at the time of grant, 
must be at least 85% of the fair market 
value of the stock at the time of grant. 
If, for example, the market value of 
stock is $50 at the date of grant and 
the employee has an option to buy at 
95% of value during the three months 
before and the three months following 
exercise of the option, and he exercises 
it when the value is $40 (paying $38) 
the option qualifies. 

2. Under the old law a modification 
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of an option generally resulted in loss 
of the statutory protection. This was 
so because whenever an option was 
modified, extended or renewed the 
option price had to be at least 85% of 
the value of the stock when the option 
was granted or when it was modified, 
extended or renewed, at whichever 
date the value was highest. Under the 
new law this rule does not apply when- 
ever the average value of the stock for 
the twelve months immediately pre- 
ceding a modification, extension or re- 
newal was less than 80% of the value 
of the stock on the date of original 
grant. This provision therefore will 
generally permit modification of an 
option by lowering the price when the 
option became worthless by reason of 
a prolonged price decline. 

3. The issuance of a new option or 
the assumption of an old one as a 
result of certain types of corporate 
reorganizations or liquidations will no 
longer be treated as a modification of 
an option if the employee does not 
otherwise benefit from the issuance or 
assumption. 

4. Options may now qualify even 
though the employee owns more than 
10% of the employer’s stock. But this 
is allowed only if the option price at 
the time of grant is at least 110% of 
the then value of the stock and the 


option must be exercisable within five 
years or actually be exercised within 
one year after enactment of the law. 

5. All statutory options granted 
after June 22, 1954 must be exercisable 
only within ten years. 


; 
6. An estate or beneficiary of a de- 


ceased employee may exercise a re- 
stricted option with the same conse- 
quences as though it had been exer- 
cised by the employee. Moreover, an 





estate or beneficiary need not observe | 


the holding period requirements ap- 


plicable to employees; they may dis- | 


pose of the stock at any time. But the 
transfer by an estate of stock acquired 
by exercise of an option is treated as a 


“disposition” even though made to a | 


beneficiary. This means that if the 
option price was less than 95% of value 
at the date of grant ordinary income 
will be realized from such a disposi- 
tion. However, the estate tax attributa- 


—— 


ble to such income is allowed as a | 


deduction. 


Sickness and accident benefits 


1. Amounts paid to an employee by | 


an employer-financed sickness and ac- 
cident plan, to reimburse the employee 
for medical expenses incurred for him- 
self, wife and dependents, are tax 
exempt. 

2. Payments for permanent disabil- 





SOMETHING NEW 


IN PROFIT-SHARING plans 


New profit-sharing plan is based on employee performance 


was 


2. The total compensation of each employee was 





described by D. J. Donovan of the Illinois Bar in 
the March, 1954 Chicago-Kent Law Review. 


Three executives headed a small manufacturing 
company, which also employed thirty-two hourly 
rate workers. While operations had been profitable, 
production had begun to slide because of increasing 
absenteeism and tardiness. 

The top brass decided to increase employee in- 
terest in the business by establishing a profit sharing 
plan, and to use the plan to meet the absence and 
tardiness problem. This required variations from 
the usual formulas. Here is how it was done: 

1. A system of “security points” was set up: one 
point for each year of service, two points for each 
month of perfect attendance and two points for each 
month in which the employee was punctual. Two 
points were deducted for absence during any month 
and two points for each late check-in, with a ceiling 
of six deductible points in any one month. 


multiplied by the total of security points and the 
product divided by 1000, in order to bring all the 
figures into line in terms of units for each $1,000 
earned. The answer determined the relative share 
of profits to be allocated to each employee. 
Particularly because of the inclusion of a length 
of service factor, the plan was fine-combed by the 
Internal Revenue Service for evidence of discrimi- 
nation in favor of the executives (see I.T. 3685 and 
LT. 3686, 1944 C.B. 324, 326). In order to satisfy 
the Service the plan had to be amended to limit 
benefits to the first $10,000 of compensation earned. 
This plan opens up new vistas. Instead of the 
usual allocation geared solely to compensation, it 
would seem entirely feasible —especially where 
plans encompass only production workers — to use 
factors such as units produced. But of course what 
may get by the IRS won’t necessarily obtain union 
approval. In the case of the plan described, there 


was no union representation. -0- 
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ity or disfigurement of an employee, 
his wife or a dependent are similarly 
exempt. These payments, however, 
must be computed without reference to 
the period the employee is absent from 
work. 

3. Payments to an employee in lieu 
of wages for absence from work, at- 
tributable to personal injuries or sick- 
ness, are exempt from tax up to $100 
a week. When the absence is due to ill- 
ness, however, there is an exception 
for payments made for the first seven 
days. Such payments are taxable un- 
less the employee was hospitalized 
during at least one of these seven 
days. 

4. An employer-financed plan need 
not be of any particular type; it may 
be completely informal and does not 
have to be funded by insurance or 
otherwise. Contributions of an em- 


ployer to such a plan are not taxable 
to the employees. 

5. The same exclusion rules apply to 
amounts received from a fund main- 
tained under the law of any state. 


Retirement income 

1. Taxpayers aged 65 or over will 
naw receive a credit of up to 20% on 
retirement income up to $1,200 a year. 
To qualify the individual or his de- 
ceased spouse must have received more 
than $600 of income for personal serv- 
ices in each of any ten earlier years. 
Retirement income is defined as in- 
come from bonuses, interest, rents and 
dividends. 

2. The credit is extended to tax- 
payers under 65 who have retired 
under some public retirement system 
but only with respect to their pension 
income from such system. -0- 


New decisions this month 





Reasonable compensation for part time 
president. President and sole stock- 
holder received $12,000 a year. He was 
the sole executive; taxpayer was dis- 
tributor for a premium beer and the 
years in question were years of short- 
age when tact in allocating short sup- 
plies was very important. The Tax 
Court said it found “very persuasive” 
the fact that a distributor for another 
beer in that area, very similar in size 
and every respect, paid about $15,000 
in total for services rendered taxpayer 
for $12,000. The Court continued that 
while the Commissioner relied heavily 
on the fact that the president spent 
only a half day on business, “It may 
well be that a half time president who, 
by virtue of exceptional training and 
ability, can make quick and accurate 
decisions would merit higher compen- 
sation than a dull full-time president 
who lacked these desirable qualities.” 

Under the Cohan rule, $100 allowed 
($675 claimed) for club dues and ex- 
penses reimbursed to president. C & C 
Beverage Co., TCM 1954-95. 


Gain on sale of treasury stock to em- 
ployees taxable. The bulk of the treas- 
ury stock sold to employees under an 
employee stock purchase plan had been 
acquired by the corporation when it 
sold a plant to stockholders. Other 
shares had been acquired from em- 


ployee stockholders upon death, etc. 
and from brokers. The Tax Court said 
that these facts were all irrelevant 
under the rationale of the Landers 
case (CA-6, 2/11/54, 210 F (2d) 188) 
and similar cases in other courts of ap- 
peal. It therefore abandons its position 
and follows the Landers case. [See dis- 
cussion on page 15. Ed.] Burrus Mills, 
Inc. v. Comm., 22 TC No. 107. 


Profit trust taxable when election can 
be made. Section 165 provides that an 
employee is taxed on benefits under a 
profit-sharing plan when they are 
made available to him. Such payments 
are taxed as capital gain if made upon 
severance; like an annuity, if the em- 
ployee contributed; and as ordinary 
income in other cases. This ruling de- 
termines the time the money is avail- 
able under a plan providing for a sep- 
arate trust for each employee payable 
to him at termination of his services in 
installments based on life expectancy. 
However, at the end of fifteen years’ 
employment, the employee can elect to 
terminate the trust and receive his 
credits in one lump sum. Held that his 
entire interest is available when he is 
entitled to elect to receive it, whether 
or not he so elects. Rev. Rul. 54-265. 


Allow salaries for owners’ sons com- 
puted on usual formula. When the sales 
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Agran reprints available... 
REPRINTS OF THE COMPLETE TEXT of 
the appellate decision in the Cali- 
fornia case of Agran v. Shapiro, 
which was published in our July 
1954 issue, pages 39-47, are avail- 
able. The decision dealt with ac- 
countants’ right to practice in tax 
matters. Price: 50¢ each. Order 
from: The Journal of Taxation, 33 
West 42nd Street, New York 36. 











manager left, sons of the two stock- 
holders took over the job at the same 
total salary —5% of net sales. This the 
court found reasonable. Bedford Sports- 
wear, TCM 1954-91. 


Employees taxable on withholdings by 
charity to buy annuities. The Code 
provides that employees are not tax- 
able on amounts contributed for an- 
nuities by an employer who is either 
operating under an approved pension 
plan or is an exempt charity. However 
amounts which the employees author- 
ize their employer, a charity exempt 
under Sec. 101(6), to withhold from 
their pay and applied to the purchase 
of annuities does represent taxable in- 
come to the employees. Rev. Rul. 
54-267. 


Excess payments to profit sharing plan 
can’t be carried over after trust end. 
Contributions by the employer to his 
qualified profit sharing plan for the 
years 1947-1950, as required by the 
plan, exceeded the maximum deducti- 
ble for tax purposes — 15% of the com- 
pensation of beneficiaries. The trust 
was liquidated in 1950. Held that no 
carryover of the excess contribution to 
later years was aliowable. In accord- 
ance with the statute deductions are 
allowable only while the plan exists. 
Rev. Rul. 54-270. 


Difference between option price and 
market not income on exercise. Tax- 
payer as an officer purchased stock 
from his employer on option. The Court 
finds that the option was given to pro- 
vide them with an interest in the com- 
pany and had no effect on salary or 
other compensation. The Tax Court 
held that the taxpayer received no in- 
come in the year of exercise of the 
option —the difference between the op- 
tion and the market price was not 
compensation but was merely an as yet 
unrealized profit on bargain purchase. 
Robert A. Bowen, TCM 1954-101. 
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Deputy Commissioner Delk explains change 


in audit program and reporting 


IN HIS LETTER to the American Bar As- 
sociation, O. Gordon Delk, Deputy 
Commissioner of Internal Revenue, ex- 
plains the apparent drop in the number 
of audits in the first seven months of 
fiscal year 1954. By way of background 
he points out: 

“Prior to reorganization of the In- 
ternal Revenue Service, responsibility 
for audit work was divided between 
the old Collectors’ offices and the offices 
of the Internal Revenue Agents in 
Charge. The Collectors had jurisdiction 
over the smaller individual income tax 
returns, representing nearly 90 percent 
of the total, and the Revenue Agents in 
Charge had jurisdiction over the larger 
individual and all corporate returns. 
The Collectors’ concept or definition of 
‘an audit’ was not always the same as 
that of the Agents; indeed, there was 
considerable lack of uniformity on this 
score among the 64 Collectors’ offices. 
Telephone inquiries, correspondence, 
reviews of delinquent returns, and 
sometimes even corrections of mathe- 
matical errors — all were subject to in- 
clusion as audit examinations. In con- 
trast, mathematical error cases are now 
sharply distinguished from true audit 
cases; the former are handled exclu- 
sively by the Collection Divisions and 
the latter exclusively by the Audit Di- 
visions of the District Directors’ offices. 

“Further, Collectors’ practices in 
dealing with taxpayers on audit mat- 
ters frequently left much to be de- 
sired. The taxpayers were sometimes 
not given full explanations of their ap- 
pellate rights, 30-day proposal letters 
were dispensed with in favor of over- 
hasty 90-day statutory notices, and 
other examination methods with col- 
oring of arbitrariness were employed 


that resulted in lack of understanding 
or resentment on the part of the tax- 
payers. This condition, plus the general 
lack of coordination of the Collectors’ 
audit programs with those of the Reve- 
nue Agents, furnished ample justifica- 
tion for reorganizing the audit work 
and assigning it in entirety to the new 
Audit Divisions. 

“Our present policy is to stress the 
importance of painstaking and refined 
procedures in all phases of audit work. 
Returns are selected for audit only 
after careful screening; a thorough ex- 
amination is made if any audit action is 
taken on a return; the rules relating to 
advice of the taxpayer as to audit find- 
ings are scrupulously observed; the 30- 
day letter proposing a deficiency is 
never omitted (unless, of course, the 
taxpayer concurs in the proposed de- 
ficiency and signs a Form 870 type of 
agreement); and ample opportunity is 
afforded for consideration of taxpayers’ 
protests prior either to assessment or to 
the issuance of 90-day statutory notices. 
This means that more time is required 
for the handling of some cases, but we 
believe that the resulting qualitative 
improvements are well worth this cost. 

“The shift from the old to the new 
audit setup represented a sizeable un- 
dertaking, extending over considerable 
time. In November of last year, Re- 
gional Commissioners were instructed 
to stop audit work in the Collection Di- 
visions, and to transfer over to the 
Audit Divisions all collection officers 
qualified to do the work of revenue 
agents. As a result, something over 
two thousand collection officers have 
been transferred and assigned to audit 
work. A changeover of this scope could 
obviously not be accomplished in a day. 


54 


The tasks of screening the former col- 
lection officers, of checking their quali- 
fications, and of processing the routine 
documents to effect their transfer con- 
sumed time that ran into weeks. The 
subsequent shakedown period involved 
the settling of geographic problems as 
to posts of duty, realigning the trans- 
ferred personnel under new group 
chiefs, instructing them in the use of 
the more comprehensive audit proce- 
dures, and so on, with obvious retard- 
ing effects on production records. This 
transition stage extended into the cal- 
endar year 1954, and in some areas is 
only just now ending.” 

Mr. Delk then points out that the 
figures for the previous year are not 
comparable because they include as 
audits mathematical corrections which 
are not now counted as such. He con- 
cludes as follows: 

“The progress made within the past 
few months is definitely encouraging. 
We believe that it supports the con- 
clusion that our present type of or- 
ganization and new audit policies are 
more sound, more uniform in applica- 
tion, and will in the long run result in 
better overall compliance with less tax- 
payer irritation than was possible 
under the former organization and 


former policies.” aie 


Reinstatement of voluntary 
disclosure policy sought 


ATTEMPTS ARE BEING MADE by various 
professional groups to get the Treasury 
Department to reinstate the voluntary 
disclosure policy. Many feel that the 
trouble was not with the policy but 
with its administration and that it 
should be restored and properly ad- 
ministered. Under the present policy, 
many tax violators doubtless feel they 
may just as well wait until the Govern- 
ment catches up with them, buoyed by 


the hope that it never will. -0- 


IRS overruled on reopening 
case after Form 870 signed 


THE EVER-RECURRING QUESTION of the 
binding effect of a Form 870 or Form 
870-TS has been passed upon again, 
this time in favor of the taxpayer in 
Cuba Railroad Co. vs. United States, 
(D.C. S.D. N. Y., July 19, 1954). The 
taxpayer there signed a Form 870-TS 
for the taxable year involved. It then 
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sued for a refund notwithstanding the 
fact that the agreement provided that: 
“.. the case shall not be re- 
opened nor shall any claim for re- 
fund be filed or prosecuted respect- 
ing the taxes for the year(s) above 
stated, in the absence of fraud, mal- 
feasance, concealment or misrepre- 
sentation of material fact, or of an 
important mistake in mathematical 
calculations; and the taxpayer also 
agrees ... (2) upon request of the 

Commissioner to execute at any time 

a final closing agreement as to the 

tax liability, on the foregoing basis, 

for said year(s) under the provisions 

of section 3760 of the Internal Reve- 

nue Code.” 
The Government took the position that 
the signing of this Form which had 
been accepted by the head of the Ap- 
pellate Division barred suit. The Court, 
however, pointing out that the agree- 
ment itself stated specifically that it 
was not a final closing agreement under 
section 3760, held that the Form 870-TS 
was distinguishable on the ground that 
it permitted the reopening of the case 
for an important mistake in mathe- 
matical calculations which cannot be 
done in the case of a closing agreement 
under Section 3760. 

This decision is thought by some to 
be in conflict with the Court of Claims 
decision in Guggenheim vs. United 
States, (77 F Supp. 186). However, 
when the facts of the Guggenheim case 
are examined it is apparent that the 
reason for holding the taxpayer bound 
by the agreement in that case was 
estoppel. The Form 870 in the Guggen- 
heim case contained the usual language 
that the execution of the agreement did 
not “preclude the assertion of a fur- 
ther deficiency in the manner provided 
by law should it subsequently be de- 
termined that additional tax is due”, 
but when the parties prepared and exe- 
cuted the agreement that provision was 
stricken. Furthermore, indications were 
that the parties there had tried to take 
all the necessary steps (short of a clos- 
ing agreement under section 3760) to 
close the case. 

In the Cuba Railroad case, on the 
other hand, the Court could not find 
facts calling for the operation of the 
doctrine of estoppel. The Court pointed 
out that the Government may assert its 
claims by way of setoff to the refund 
claimed even though they might other- 
wise be barred by the statute of limi- 
tations. But so far as barring a suit for 


refund, the Form 870-TS is held a 
nullity. Certiorari was denied in the 
Guggenheim case. It is not known 
whether the Government will appeal 
the Cuba Railroad case either on this 
point or on the foreign tax credit issue 
[Foreign tax aspects will be discussed 
next month. Ed.], also decided ad- 
versely to the Government. But if the 
decision is affirmed on appeal to the 
Second Circuit, it is not believed that 
there is a conflict with the Court of 
Claims case, and very few applications 
for certiorari are granted these days in 
the tax field in the absence of a 
conflict. -0- 


Seek restriction on work 
by former U. S. employees 


A NEW BILL HAS BEEN INTRODUCED by the 
Chairman of the House Judiciary Com- 
mittee Chauncy Reed, which would bar 
former federal employees forever from 
handling matters for clients before a 
government agency when they had 
been associated with that matter while 
working with the government. The 
present law prohibits such representa- 
tion for only a period of two years 
after leaving the government. 

A recent court decision substantially 
weakened the effect of the present law 
by holding that the prohibition applies 
only where the issue is a claim for 
money or property. The new bill 
was suggested by Attorney-General 


Brownell. cies 


Sugarman explains IRS policy 
on tax exempt groups 


THE PRESENT INTERNAL REVENUE CODE has 
deficiencies with respect to tax-exempt 
organizations which require more than 
the usual amount of interpretation, 
Norman Sugarman, Assistant Commis- 
sioner of Internal Revenue, told the 
Reece committee investigating tax-ex- 
empt organizations. All laws take a 
certain amount of interpretation and 
application to specific circumstances, he 
said but “ ... there are two factors 
which make the problem of interpre- 
tation and application unusually diffi- 
cult under the provisions of section 
101 (6), which is the general section 
granting exemption to charitable, reli- 
gious and educational organizations. 
The first factor is that while the statute 
uses such terms as ‘charitable,’ ‘scien- 
tific’ and ‘educational’ as tests for ex- 
emption, these terms are not defined 
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in the statute. They are matters on 
which, obviously, reasonable minds may 
differ, and they are not terms com- 
monly used in financial or accounting 
matters so as to have acquired a ready 
meaning for tax purposes. 

“The second important factor is that 
the statutory terms have remained vir- 
tually unchanged, even though the con- 
ditions and circumstances in this coun- 
try have changed . . . the courts indi- 
cated that while normally provisions 
exempting taxpayers from tax are to 
be strictly construed, the exemption 
under section 101 (6) is to be liberally 
construed.” 

Committee counsel Rene Wormser 
had asked Mr. Sugarman before he 
testified to comment on “un-American 
activity.” Mr. Sugarman said the term 
does not appear in either tax laws or 
IRS regulations. “I have no hesitancy 
in stating,” he said, “that it is the firm 
policy of the Revenue Service to deny 
exemption to any organization which 
evidence demonstrates is subversive.” 

The Department of Justice keeps the 
IRS posted, said Mr. Sugarman, of or- 
ganizations on their subversive list. 
“There are no organizations on that 
list which are also on our list of ex- 
empt organizations,” he said. 

You have to distinguish, he contin- 
ued, between organizations that are 
engaged in political activity — the pro- 
motion and support of political candi- 
dates and parties—and those which 
promote principles of government or 
principles of organization. Our law 
does not permit the former to be ex- 
empt from taxation, while the latter 
group is exempt. 

He emphasized that the statute does 
not deny exemption to organizations, 
any part of whose activities is carrying 
on propaganda or trying to influence 
legislation, “but only to organizations, 
a substantial part of whose activities 
is of this nature.” 
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FTC will examine 
corporate income tax returns 


CorRPORATION INCOME TAX RETURNS FOR 
1953 and subsequent years will now be 
made available to the Federal Trade 
Commission, pursuant to an executive 
order of the President, (No. 10544). 
The FTC will use this information to 
compile the quarterly report on cor- 
porate financial condition which it pub- 
lishes jointly with the SEC. The SEC 
handles large corporations and the FTC 
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the small ones. The corporations the 
FTC has been handling have com- 
plained that the reporting is burden- 
some to them. The new sampling will 
change many of ‘the corporations re- 
porting. 

Information so obtained is directed 
to be held confidential except to the 
extent that it shall be published in 
statistical form, provided that such 
publication shall not disclose directly 
or indirectly the name or address of 
any taxpayer. -0- 


The Journal of Taxation ° 


Atkeson to leave 
Internal Revenue Service 


ASSISTANT COMMISSIONER THOMAS C. AT- 
KESON, who is in charge of research and 
planning activities of the Internal 
Revenue Service, has resigned, ef- 
fective August 31st, to accept the Chair 
of Taxation, which is being established 
at the College of William and Mary, 
Williamsburg, Virginia. Dr. Atkeson, 
who has had 36 years with the Service, 
is one of the best known and most re- 
spected students of taxation in this 
country. As Commissioner T. Coleman 
Andrews said, “When Dr. Atkeson 
leaves the IRS, we'll lose one of the 
most dedicated men I have ever en- 


September, 1954 


countered in public service, and one 
of the most capable.” 

Commissioner Andrews has named 
the present Assistant Commissioner- 
Operations, Justin F. Winkle, to the 
post formerly held by Dr. Atkeson. -o- 


Sixth Circuit won’t be bound 
by Tax Court’s inferences 


JUDGE MILLER OF THE SIXTH CIRCUIT 
handed a rather prickly admonition to 
the Commissioner’s lawyers in the 
opinion in the Sheldon case (19 TC 
481), CA-6, July 27, 1954. The opinion 
said: [See also p. 21. Ed.] 

“As a preliminary matter, we dispose 
of the Commissioner’s contention that 
the finding of the Tax Court that such 
expenditures were not ordinary and 
necessary expenses of carrying on the 
business during the years in question 
but were capital expenditures is not 
clearly erroneous and is conclusive 
under Sec. 1141(a), Internal Revenue 
Code and Rule 52(a) Rules of Civil 
Procedure. The subsidiary facts in this 
case are uncontradicted, and such facts, 
so found by the Tax Court, are ac- 
cepted by us under Rule 52(a). How- 
ever, the findings of the Tax Court, 
which are now relied upon by the 


Commissioner, are conclusions drawn 
by the Tax Court from the uncontra- 
dicted subsidiary facts, the drawing of 
which did not involve any element of 
seeing or hearing the witnesses or of 
judging their credibility. As we have 
heretofore pointed out, under such cir- 
cumstances this Court will make its 
own evaluation of the conclusions to 
be drawn from the facts established by 
the evidence. Letcher County v. De 
Foe, 151 Fed. (2d) 987, 990, C. A. 6th; 
Seagrave Corp. v. Mount, 212 Fed. (2d) 
389, C.A. 6th. See Orvis v. Higgins, 
180 Fed. (2d) 537, 539, C. A. 2nd. 


—_ 





“In our opinion, the cases do not | 


support the Tax Court’s ruling... . 


“Applying the foregoing principles to | 


the facts of this case, we are of the 
opinion that the Tax Court was in error 


a 


in sustaining the ruling of the Commis- | 
sioner with respect to the catalog ex- | 


” 


pense incurred by petitioner. . . 
Supreme Court to make rules on 
review of Tax Court decisions 

PRESIDENT EISENHOWER HAS SIGNED HR 
1067, which authorizes the United 
States Supreme Court to make rules 


for procedure on review of decisions of 
the Tax Court of the United States. 





THE FIRST PROJECT FOR STUDY by the Re- 
search Committee of the American Bar 
Foundation will be the field of tax pro- 
cedure, it now appears likely. There is 
admittedly a great need for detailed 


OvTLINE oF In1TIAL Topics To BE Con- 
SIDERED IN RESEARCH ON TAX 
PROCEDURE 


I. Tax Court Matters 
A. Efficiency of operation 
1. Extent and manner of use of 
Commissioners 
2. Extent and manner of use of 
pre-trial techniques, motions 
for particulars, ctc., relation- 
ship to specificity of defic- 
iency letters 
3. Separation of issues to post- 
pone contingent factual issues 
4. Reduction in numbers of 
written opinions, use of opin- 





Study of tax procedures by American Bar Association likely 


and comprehensive work in this field. 
The initial phase will probably deal 
with the problems of deficiency and re- 
fund procedures in the Tax Court, dis- 
trict courts, Court of Claims and appel- 


ions from bench, etc. 

5. Consideration of special treat- 
ment for cases involving 
small amounts, certain fac- 
tual issues, etc. 

6. Frequency and location of 
calendars 

B. Jurisdictional matters 

1. Provision for refund juris- 
diction 

2. Excise taxes 

C. Appeals 
1. Consideration of uniform ap- 
peal procedure and rules 
II. District Court Matters 
A. Consideration of allowing de- 
ficiency jurisdiction 


late courts, with an analysis of the 
administrative problems directly re- 
lated to such litigation. The accom- 
panying outline briefly suggests the 
scope of such a study. 


B. Simplification of jurisdiction re- 
quirements in refund suits 

C. Extent of jury trial 

III. Relationship of settlement Proce- 

dure of Internal Revenue Service 

to Litigation Problems 

A. Time of settlement in relation- 
ship to calendar 

B. Functions of Appellate Division 
and Chief Counsel’s office 

C. Coordination of litigated issues 
and positions taken by Service, 
problem of inconsistent posi- 
tions, etc. 

D. Relationships. between Internal 
Revenue Service and Depart- 
ment of Justice -o- 
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The new law says “Supreme Court 
may prescribe and from time to time 
amend uniform rules for filing pe- 
titions, preparation of records and the 
practice forms and procedure, except 
as to qualification for admission to 
practice, in the United States Court of 
Appeals, in proceedings for review of 
decisions of the Tax Court of the 
United States. Such rules shall neither 
abridge nor enlarge the substantive 
rights of any litigant.” 

At the present time each of the 
Courts of Appeals for the various cir- 
cuits has its own rules on appeals pro- 
cedure (which are applicable to all 
cases, including appeals from decisions 
of the Tax Court) and each differs 
materially from the others. Now we 
can expect uniformity in the near 
future. 

These rules will take effect only after 
having been reported to Congress by 
the Chief Justice at the beginning of a 
regular session, but not later than the 
first of May. -0- 


IRS assesses deficiency for 
underestimation of tax 


As A RESULT of the decision of the Tax 
Court in the case of E. C. Newsom et 
ux, (22 TC No. 31) holding that an 
addition to the tax for a substantial 
underestimate of estimated tax consti- 
tutes a proper determination of a de- 
ficiency, the regional offices of the 
Service have been instructed to issue 
statutory notices of deficiencies in all 
cases where the taxpayers are not in 
agreement with the proposed additions 
to the tax for failure to comply with 
the estimated tax provisions of the law. 
The decision of the Tax Court in the 
Newsom case is contrary to the long 
established position of the Service that 
these additions to the tax do not consti- 
tute deficiencies. —o— 


Administrative practitioners 
bill accepts non-lawyers 


THE SENATE JUDICIARY COMMITTEE HAS 
approved an amendment to § 17, the 
Administrative Practitioners Bill, “to 
make it completely clear that the pro- 
posed rules of practice and procedure 
are not to go into the question of 
qualification or requirements for ad- 
mission to practice before individual 
agencies.” 


The amendment was suggested by 


the American Institute of Accountants, 
which organization has sought to pre- 
vent the Administrative Practitioners 
Bill from interfering with the right of 
accountants to practice before federal 
agencies, notably the Treasury. 

The Senate Committee said, to put 
it “quite bluntly .. . the amendment 
makes it clear that S 17 did not take 
sides in the ancient argument over ‘ad- 
ministrative practitioners’ who are non- 
lawyers.” 

The AIA has opposed certain lan- 
guage in this and earlier administra- 
tive practitioners bills, on the ground 
that such language could be construed 
to restrict practice before certain agen- 
cies to non-lawyers. -0- 


New decisions 





Refusal to produce receipts for contri- 
butions is contempt. The secretary of 
the Civil Rights Congress is held in 
contempt for failure to produce stubs 
of receipts for contributions in con- 
nection with an examination of its tax 
liability. The Court did not believe his 
statement that they were lost in mov- 
ing. In the Matter of Tax Liability of 
Civil Rights Congress of N. Y., D.C. 
N.Y., 6/28/54. 


Decision on pension fund for prior year 
not res judicata but followed. The tax- 
payer estate received a lump sum pay- 
ment from the executive pension trust 
set up by the corporation of which the 
decedent was executive and principal 
stockholder. The Commissioner con- 
tended that this payment was not en- 
titled to capital gains treatment be- 
cause the trust was not exempt— 
being, as he contended, discriminatory. 
This argument had been litigated in 
connection with the deductibility of 
pension contribution by the corpora- 
tion for 1944. The year of receipt by 
the estate was 1948 and therefore the 
decision of the Circuit Court of Ap- 
peals, allowing the deduction in 1944, 
was not res judicata. However the Cir- 
cuit Court had all the facts up to 1947 
before it. Since there was no change 
in the trust in 1947 or 1948, the Tax 
Court follows the Circuit Court and 
holds the trust exempt. Estate of Harold 
S. Davies, 22 TC No. 99. 


Form 870-TS not preclude refund suit. 
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Cuba Railroad Co. v. U.S. D.C. N.Y., 
7/14/54. [See discussion above. Ed.] 


Information given in “voluntary” dis- 
closure. Taxpayer made what he al- 
leged was a voluntary disclosure. After 
he submitted details the Special Agent 
stated that the disclosure would not be 
considered voluntary because internal 
investigation began prior to taxpayer’s 
offer. Taxpayer obtained a court order 
requiring the U. S. District Attorney to 
show cause why the D. A. should not 
be restricted from submitting informa- 
tion given by the taxpayer to the 
Grand Jury. The D. A. filed affidavits 
of agents to show Bureau action prior 
to the disclosure letter. Since the tax- 
payer did not attack the statements of 
fact in the affidavits, but argued merely 
the law he cannot here do so.. Accept- 
ing as true therefore the statements in 
the affidavits, the disclosure did not 
come before investigation and was not 
timely under the then Bureau rule. 
One dissent—the affidavits raised a 
triable issue of fact. Lapides v. U.S. 
CA-2, 7/13/54. 


Widow receiving insurance liable as 
transferee for husband’s income tax. 
At his death, the decedent was insolvent 
and owed income taxes. His widow re- 
ceived the proceeds of a life insurance 
policy in which the decedent had the 
right to change beneficiaries. Held that 
the wife is liable for the unpaid income 
tax. It was not necessary for the Gov- 
ernment to proceed under Sec. 311, 
IRC (which sets out transferee lia- 
bility and procedure). It may rely on 
its equitable remedy of tracing the 
transferred assets of an insolvent 
debtor. Fried Estate, U.S. v., D.C. IIL, 
3/25/54. 


Government entitled to judgment for 
renegotiated profits; correction in tax 
credit must follow regular tax pro- 
cedure. Failla, as an individual, had 
war contracts which were renegotiated 
and he agreed that excess profits were 
$225,000. Credits for taxes paid 
amounted to some $89,000, leaving 
about $136,000 due. Taxpayer paid 
some $26,000. The government here is 
suing to collect the balance of ‘$110,000. 
Failla defended on the ground the tax 
credit allowed was incorrect. The Court 
gave summary judgment. His true tax 
liability must be litigated in accord- 
ance with the provisions of the In- 
ternal Revenue Code. Failla, U.S. v., 
DC N.J., 120 Fed. Supp. 797, 4/29/54. 
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Emory Glander analyzes tax situs of accounts 


receivable: the Western Auto Supply case 


WE'VE HEARD MUCH TALK in state tax 
circles in recent weeks about the Ohio 
Board of Tax Appeals upholding of 
the taxpayer on non-taxability of cer- 
tain accounts receivable in the Western 
Auto Supply case. We asked C. Emory 
Glander, a member of the Columbus 
law firm of Wright, Harlor, Purpus, 
Morris & Arnold, and former Tax Com- 
missioner of Ohio, to give us his 
thoughts on this important case. Mr. 
Glander writes us as follows: 

In the case of Western Auto Supply 
Company v. Peck, decided May 17, 
1954, the Ohio Board of Tax Appeals 
held that accounts receivable of a for- 
eign corporation have a tax situs in 
Ohio only if they are used in business 
exclusively in Ohio. 

In reading this decision an under- 
standing of previous litigation is im- 
portant, because the Ohio statutory 
scheme in respect of both domestic and 
foreign corporations has been scruti- 
nized not only by the Supreme Court 
of Ohio but by the Supreme Court of 
the United States as well. 

Under the Ohio statutes, Sections 
5709.02 and 5709.03 of the Revised Code, 
accounts receivable of a foreign cor- 
poration are taxable only if they are 
“used in and arise out of business 
transacted in this state”. These statutes 
also provide that such receivables shall 
be considered to “arise out of business 
transacted” in Ohio when they result: 

(a) from the sale of property sold 

by an agent having an office in 
Ohio, or 

(b) from a stock of goods maintained 

in Ohio, or 

(c) from services performed by an 

officer, agent or employee con- 
nected with, sent from or report- 
ing to any officer or at any office 
located in Ohio. 


Prior to the decision of the Supreme 
Court of the United States in 1949 in 
the cases of Wheeling Steel Corpora- 
tion and National Distillers Products 
Corporation v. Glander, 337 U.S. 562, 
93 L. Ed. 1544, and in obedience to the 
decision of the Supreme Court of Ohio 
in 1944 in the case of Ransom & Ran- 
dolph Company v. Evatt, 142 Ohio St. 
398, the Department of Taxation ac- 
corded an Ohio situs to the accounts 
receivable of foreign corporations solely 
on the foregoing statutory basis of 
“origination” of the receivables; and no 
requirement was imposed that such re- 
ceivables be so used as to acquire a 
situs in this state under the so-called 
“business situs” concept. After the 
1949 decision by the U. S. Supreme 
Court in the Wheeling Steel and Na- 
tional Distillers cases, in which the 
Court held that the Ohio statutes as so 
construed and applied were discrimina- 
tory and violated the constitutional 
guarantee of the equal protection of 
law, the Tax Commissioner amended 
his Rule No. 224 so as to provide that 
accounts receivable of foreign cor- 
porations must not only arise in busi- 
ness in Ohio under the specific statu- 
tory test but also be used in business 
in Ohio in that they are “subject to the 
control and management of an officer 
or agent of the owner at an Ohio of- 
fice”. In this respect, Rule 224 spe- 
cifically provides that when accounts 
receivable of a foreign corporation 
arise out of business transacted in Ohio 
under the conditions set forth in the 
statute, above quoted, such accounts 
receivable will have an Ohio situs for 
taxation: 

“if they are also subject to the control 
and management of an officer or agent 
of the owner at an Ohio office. Ac- 
counts receivable shall be deemed to 
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be subject to such control and man- 
agement when such officer or agent is 
more than a mere custodian or col- 
lector and has power to deal in a 
managerial capacity with such ac- 
counts receivable and with the funds, 
in whole or in part, derived there- 
from.” 

It is these provisions of Rule 224 
that were invoked in the Western Auto 
Supply Company case. The evidence 
was summarized by the Board of Tax 
Appeals as follows: 

“Appellant is a foreign corporation 
organized under the laws of Missouri. 
It is admitted to do business in this 
State and has thirty or more retail 
stores in Ohio. Its principal merchan- 
dise sold consists of automobile acces- 
sories. Its business is both cash and 
credit. Its principal office and place of 
doing business is in Kansas City, Mis- 
souri. Its stores are operated by local 
store managers. Between them and the 
Missouri office are district managers. 
The Home Office purchases all mer- 
chandise, distributes it to the local 
stores, establishes the price, terms of 
credit, fixes the salaries of clerks, fur- 
nishes sales reports which local man- 
agers must make up weekly and send in, 
prints all supplies including credit re- 
ports which it periodically requires, 
prescribes collection methods, makes 
all charge-offs except accounts under 
$1.00, requires daily reports of sales 
and accounts receivable and selects 
bank depositories who make all reports 
to the Home Office. Store managers 
may not compromise, pledge, assign, 
sell or dispose of accounts receivable. 
Local store managers are paid direct 
from the Home Office. 

“Cash derived from sales and ac- 
counts receivable is deposited in local 
bank depositories by the store man- 
agers. From these local bank accounts 
the store managers may make certain 
local expense withdrawals such as for 
light, heat, power, water, postage, a 
minimum amount of stationery and 
supplies, advertising, telephone and 
telegraph. They also pay therefrom the 
salaries of all other store personnel. 
All other withdrawals from these de- 
posit accounts are made by the Home 
Office and deposited in two Kansas City 
banks from which all other elements 
of appellant’s business are paid by the 
Home Office, which includes local man- 
ager salaries. All other general ex- 
penses of appellant, both in Ohio and 
elsewhere, are paid by the Home Of- 
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fice from its two Kansas City deposi- 
tories. The Home Office makes with- 
drawals from local depositories. It is 
the Home Office’s responsibility to see 
to it that enough money is left in local 
accounts to pay local store accounts. 
Local store managers are held strictly 
to all appellant’s rules of business. 
They are not informed as to the con- 
dition of the local bank balances. This 
information is known only to the 
Home Office.” 

On the basis of these facts, the tax- 
payer contended that the accounts re- 
ceivable, which it admitted arose in 
Ohio, were not subject to control and 
management in Ohio as provided in 
Rule 224 and hence were not taxable. 

The Board agreed with the tax- 
payer’s contention that the accounts 
receivable were not taxable in Ohio 
and reversed the Commissioner, but 
based its decision largely upon the 
“exclusive use” test applied by the 
Supreme Court of Ohio in the case of 
Kroger Grocery Co. v. Evatt, 149 Ohio 
St. 448, which involved the situs of 
bank deposits of a domestic corpora- 
tion maintained in another state. Ap- 
plying that test to the accounts re- 
ceivable in question, the Board said: 

“From all of the evidence before this 
Board it is clear that appellant’s ac- 
counts receivable are not used exclu- 
sively in business transacted in Ohio. 
Only that portion that the local store 
managers are permitted to withdraw in 
payment of local service charges, lim- 
ited stationery requirements and ad- 
vertising, and clerk hire is so used. 
All sums above those requirements are 
transferred by appellant’s Home Office 
and placed in Kansas City depositories, 
from which they are thereafter dis- 
bursed in appellant’s extensive busi- 
ness generally, both in Ohio and else- 
where. The point we stress is that ap- 
pellant’s accounts receivable and the 
avails thereof here under question are 
used in business in Ohio and elsewhere, 
and hence are not exclusively used in 
business in Ohio. Since appellant’s 
property, that of a foreign corporation 
admitted to do business in this State, is 
entitled to equal protection under the 
law it must follow that its property 
here in question must be given a tax 
situs, not in Ohio, but in Missouri, the 
State of its domicile.” 

In reaching its conclusion, the Board 
held that the Kroger Grocery Co. case, 
in which the Supreme Court had ap- 
plied the exclusive use test, “firmly 


pegs the rule as applicable to domestic 
corporations”, and that the taxpayer 
as a foreign corporation was entitled 
to have the same rule applied to it 
under the equal protection doctrine of 
the Wheeling Steel and National Dis- 
tillers cases. 

One of the three members of the 
Board dissented on the ground, first, 
that if the exclusive use test is used 
as a basis for deciding the tax situs of 
accounts receivable of foreign corpora- 
tions, then the Ransom & Randolph 
case (which involved the receivables 
of a domestic corporation) must of ne- 
cessity be reversed; and second, that 
there was no denial of equal protection 
since the receivables of domestic cor- 
porations would be taxable if they had 
operated in the same manner as the 
foreign corporation taxpayer in this 
case. 

Neither the majority nor minority 
opinion indicated whether the evidence 
in the case was sufficient to exempt the 
receivables under the provisions cf 
Rule 224. The dissenting member said 
that “to use it to resolve this contro- 
versy would be to give the rule a retro- 
active effect”. 

The Tax Commissioner did not ap- 
peal the decision to the Supreme Court, 
but it may well be that his acquiescence 
was based upon the conclusion that the 
taxpayer’s evidence before the Board 


State & local taxation * 59 


was in fact sufficient to exempt the 
receivables under his Rule 224. In any 
event, in order to minimize the possi- 
bility of future litigation, it would 
seem that any claim by foreign cor- 
porations for exemption of their re- 
ceivables arising in Ohio should con- 
tinue to be based upon Rule 224, if 
possible. -o- 


New York City amusement, 
sales tax, periled 


JUST AS WE GO to press we have word 
that the Queens Supreme Court has 
imperiled the new New York City 
amusement tax, and possibly the sales- 
and-use tax, by issuing a temporary 
injunction forbidding the city to collect 
“breakage”, (the difference between 
odd-cent amounts and the next full 
cent which result from applying the 
tax percentage to the selling price). 
The effect of this is that the city col- 
lects for example, 3 cents on a 55 cent 
admission, which is more than the 5% 
permitted the city by state law. 

The Corporation Counsel’s office said 
the same principle could apply to the 
sales-and-use tax, hence the city would 
most certainly appeal. 

A hearing has been set for Septem- 
ber 13 on making the injunction 
permanent. -0- 





New York City is running into some 
tough decisions on its gross receipts tax 


THE CITY OF NEW YORK HAS SUFFERED 
one setback after another in attempt- 
ing to enforce its gross receipts tax in 
recent years. On July 14th of this year, 
the Court of Appeals affirmed with no 
opinion the decisions rendered by the 
Appellate Division, First Department 
on May 12, 1953 in the United Airlines 
case and in the case of the United Piece 
Dye Works. In the former case, it was 
held that an interstate airline may not 
be taxed by the City for the privilege 
of doing business unless it can be 
shown that its activities in intra-state 
and interstate commerce are of a sub- 
stantial rather than a trivial nature. 
The Court held that where an airline 
does not engage in intra-state and 
intra-city air transportation no appor- 
tionment of traffic revenues can be 
made since there can be no ratio be- 
tween intra-city and interstate re- 
ceipts when one of the factors is zero. 


Promotion. In the United Piece Dye 
Works case, it was held that the tax- 
payer, a New Jersey corporation, ren- 
dered services in New York City which 
were almost entirely promotional and 
not substantial; and, therefore, the ac- 
tivities of the corporation were held to 
be exclusively in interstate commerce, 
hence not subject to the New York tax. 


Advertising. Then there was the de- 
cision in the McCall Corporation case 
decided by the Appellate Division, First 
Department in June of this year. Here, 
the taxpayer, a Delaware corporation, 
had 56% of its total receipts considered 
as being attributable to the New York 
branch office because they were col- 
lected in New York. The Court held 
that the receipts collected in New York 
“should be taxable only to the extent 
that the related activities in New York 
City bear comparison to the total ac- 
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tivities in connection with the prepara- 
tion, printing and publication of the 
petitioner’s nation wide advertising. 
... We cannot accept respondent’s 
dismissal of the Ohio printing functions 
as such a minor element in the produc- 
tion of advertising revenue... .” 


The Journal of Taxation ° 


Allocation formula. Now a decision 
has been rendered which invalidates 
that portion of the allocation formula 
which provides an arbitrary minimum 
percentage. This decision was rendered 
by the Court of Appeals on July 14th 
In the Matter of The Gulf Oil Corpora- 
tion and it reverses a decision of the 
Appellate Division rendered on Febru- 
ary 16th in support of the City’s con- 
tention. In reversing the lower court’s 
findings, the Court of Appeals held that 
the regulation for allocation of receipts 
in interstate commerce to New York 
City is invalid in specifying that where 
the average of the percentages of prop- 
erty, wages and receipts allocable to 
the City is less than 33 1/3%, it must 
then be increased to the minimum of 
33 1/3%. The Court stated: “... we 
hold that the Comptroller in using 
such minimum figures acted arbitrarily 
and out of harmony with the declared 
legislative purpose of taxing only that 
part of the interstate receipts which is 
properly attributable and allocable to 
the doing of business in the City. In 
setting up minimum figures, no attempt 
at approximation has been made by the 
Comptroller.” Further, “An unfair ap- 
portionment by one state could result 
in the risk of multiple taxation which 
would discriminate against petitioner 
as one engaged in interstate commerce. 
A fair apportionment eliminates that 
risk and here the matter must be re- 
mitted to the Comptroller for the pur- 
pose of making such an apportionment.” 
It is interesting to note that the Ap- 
pellate Division originally supported 
the minimum percentage in the alloca- 
tion formula on the theory that such 
percentage of 33 1/3% was not greatly 
divergent from the actual percentages 
computed by the taxpayer, they being 
32.02%, 33.08% and 31.09% for the 
three years under review. The lower 
court did state “If the three factor 
formula has integrity and results in an 
indicated allocation of, let us say, 2% 
of interstate receipts, it might be dif- 
ficult to justify a 33 1/3% allocation 
as reasonable apportioned to the tax- 
payer’s activities within the City.” 

In contesting this case, the City had 
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offered the further argument that not 
considering the correctness of the al- 
location formula, the taxpayer failed 
to avail itself of the opportunity to 
apply for a different and more approxi- 
mate method of allocation an avenue 
of relief available to the taxpayer 
under Article 210 of the Comptroller’s 
Regulations. The Court of Appeals 
stated that there was no merit to this 
argument since the availability of an 
alternative method of allocation “can- 
not save the formula which has been 
used and which is arbitrary.” 

It will be interesting to follow the 
Comptroller’s determination in this 
case. The same section of the Regula- 
tions which imposes the minimum al- 
locating percentage also provides that 
where the average percentage as ac- 
tually determined exceeds 66 2/3%, 
such percentage shall be reduced to 
the maximum of 66 2/3%. It is quite 
conceivable that this maximum might 
be held to be invalid under certain 
circumstances. It would not seem to be 
invalid insofar as a particular taxpayer 


is concerned, since it is within the 
City’s authority to regulate a lower al- 
locating percentage than is actually de- 
termined by the three factor formula. 
However, the maximum percentage of 
66 2/3% would seem to be discrimina- 
tory as between different taxpayers. 


Refunds not likely. It would appear 
that this decision will not require the 
City to make any substantial refunds. 
The law provides that refunds can only 
be made providing application for such 
refunds is filed with the Comptroller 
within one year from the date of pay- 
ment of the tax and further providing 
that protest in writing was filed at the 
time of payment setting forth spe- 
cifically the grounds for protest. Thus, 
comparatively few taxpayers will be in 
a position to avail themselves of this 
decision on a retroactive basis. How- 
ever, it is conceivable that there may 
be a substantial bearing on revenues 
derived from future returns. We hope 
to report more complete developments 
on these matters in future issues. -o- 





Tax administrators would tax 
government contractors 


IN AN EFFORT TO OVERCOME the rule laid 
down by the U. S. Supreme Court in 
Kern-Limerick, Inc. v. Scurlock, which 
holds.that a federal government con- 
tractor can be constituted as federal 
purchasing agent, and hence exempt 
from state and local purchase and use 
taxes, a resolution was passed several 
weeks ago by The National Associa- 
tion of Tax Administrators at their 
annual meeting in Chicago. 

The NATA pointed out in its recom- 
mendation to Congress that under this 
rule, practically any activity engaged 
in by a private contractor on behalf of 
a federal agency can be immunized 
from any state taxation by appropriate 
contract phraseology, resulting in 
serious interference with state and local 
powers of taxation, contrary to the es- 
tablished policy of Congress. In making 
this recommendation that a law be 
passed to void the Kern-Limerick rule, 
the NATA pointed out that they desire 
no new or additional taxing rights and 
that they seek only the restoration of 
the taxing rights and balancing of tax- 
ing powers between the federal gov- 
ernment and the states. 


The NATA is preparing a draft of 
recommended legislation which will be 
submitted to Congress. 


Analysis of the case 

We asked John B. Smullin, chief 
counsel, Department of Revenue, 
Louisiana, for his comments on this de- 
cision, and he gave us these notes 
(which formed the basis for his dis- 
cussion at the NATA meeting). 

The crux of the decision in the above 
case is the following statement by the 
Court: 

“We conclude that the Navy Depart- 
ment has power to negotiate contracts 
which provide for private purchasing 
agents for supplies and materials.” 

As concerns taxing states, two ques- 
tions are presented: (1) What is the 
impact of the decision? (2) What can 
be done about it? 


Impact of the decision. Under the de- 
cision, the right to make purchases 
through individuals other than their 
own personnel applies to all branches 
of the Armed Services. 

“It seems to us, also, that under the 
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Procurement Act the Armed Services 
may use agents, other than its own 
official personnel, to handle for it the 
detail of purchase.” (Decision, Sec. 3) 

Next is the question, what state taxes 
fall within the purview of the decision. 
The Armed Services Procurement Act 
provides: 

“The provisions of this chapter shall 
be applicable to all purchases and con- 
tracts for supplies or services made by 
the Department of the Army, the De- 
partment of the Navy, the Department 
of the Air Force, the United States 
Coast Guard, and the National Ad- 
visory Committee for Aeronautics 
(each being hereinafter called the 
agency), for the use of any such 
agency or otherwise, and to be paid 
for from appropriated funds.” (U. S. C. 
A., Title 41, Sec. 151) 

Then would taxes other than the 
Sales Tax be affected through “con- 
tracts for services”? That is, could the 
person performing services for the 
Government be made its agent so as to 
prevent the application of such state 
taxes as Occupational License, Income 
Tax, Corporation Franchise Tax and 
other privilege taxes? 


What can be done 


The Court’s interpretation of the 
Procurement Act is contrary to the 
general trend of Congress relative to 
the rights of states to tax, as evidenced 
by the: 

1. Buck Resolution (U. S. C. A,, 
Title 4, Sec. 12-13). 

2. Hayden-Cartwright Act (U. S. C. 
A., Title 4, Sec. 14-15). 

3. Public Domain Leasing Act (U. 
S. C., Title 30, Sec. 189) which pro- 
vides: 

“Nothing in said sections shall be 
construed or held to effect the rights of 
the States or other local authority to 
exercise any rights which they may 
have, including the right to levy and 
collect taxes upon improvements, out- 
put of mines, or other rights, property, 
or assets of any lessee of the United 
States, .. .” 

4. Acquired Lands Leasing Act con- 
taining an identical provision. 

The remedies available to states ap- 
pear to be. 

1. Amend state laws as South Caro- 
lina has done, making sales taxable 
even though the purchaser is the agent 
of the Federal Government. (C. C. H., 
N. C., Page 6080, Sec. 60-060 a) 

2. Amend the Armed Services Pro- 


curement Act so as to include a pro- 
vision similar to the one contained in 
the Public Domain Leasing Act as 
quoted above. -0- 


Congressional inquiry into 
truck use taxes killed 


THE BILL (HR 407) INTRODUCED BY REP- 
RESENTATIVE AYERS, to undertake an in- 
vestigation by the House of Represen- 
tatives of state truck use taxes has 
been killed by action of the House 
Rules Committee. Representative Ayers 
who is from Ohio, where the axle-mile 
tax has been recently in controversy, 
sought by congressional investigation 
to shed some light on the possible 
breakdown in the long range trucking 
operations reciprocity agreements 
which have, as the Mid-West Confer- 
ence on Truck Reciprocity recently 
said, “heretofore permitted a free flow 
of interstate commerce”. The Confer- 
ence further observed that the present 
situation was generating “serious eco- 
nomic difficulties for truckers and car- 
riers engaged in interstate commerce”. 
Representative Ayers then wrote to 
the House Interstate Commerce Com- 
mittee urging that it appoint a sub- 
committee to conduct the inquiry. He 
said, “In discussing HR 407 in the 
Rules Committee, it was the consensus 
of that committee that a serious prob- 
lem exists in the United States re- 
garding a breakdown of motor vehicle 
reciprocity between the states”. He 
then pointed out that because the In- 
terstate and Foreign Commerce Com- 
mittee has the jurisdiction to make 
such an investigation, it would be use- 
less to authorize a special investiga- 
tion under the resolution. -0- 


Louisiana changes 
allocation formula 


T’'wo CHANGES HAVE RECENTLY been made 
in the Louisiana tax law which have 
simplified the allocation formula. In 
the property factor the law formerly 
read that the numerator was to repre- 
sent property used in the State. This 
has now been changed to property 
owned in the State thereby eliminat- 
ing any inclusion of rented property in 
the apportionment formula. 

The numerator of the sales factor 
has been changed to include as sales 
attributable to Louisiana only those 
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sales which result in the property being 
received by the purchaser in the State 
of Louisiana. Previously the numerator 
of the sales factor was required to be 
determined by analyzing sales as to 
where orders were received, where 
filled and where delivered and by ap- 
plying specified percentages to such 
analysis. 

The sales factor used in allocating 
taxable capital for franchise tax pur- 
poses has also been changed to conform 
with the amended sales factor for in- 
come tax purposes. -0- 


Michigan inventories must 
be on calendar year basis 


INVENTORIES FOR TAX PURPOSES under 
Michigan law must now be assessed 
on a calendar-year basis. Heretofore 
the taxpayer had the option of using 
the inventory figure as of the January 
1 date or the average of the 12 months 
in its fiscal year or the average of the 
12 months in the calendar year. The 
fiscal year provision is now withdrawn, 
the two remaining alternatives being: 
(1) January 1, or (2) 12 months aver- 
age on calendar year basis. 0 


Sun shines on taxpayer 
in Florida 


FLORIDA CLIMATE Is well-known to be 
beneficial to persons suffering a wide 
variety of oppressions. But now the 
legislature has added a new dimension 
to these agreeable surroundings—a 
sympathetic tax climate! 

In an effort to encourage insurance 
companies to set up their regional 
headquarters in Florida, the 1953 law 
allows foreign insurance companies re- 
funds of so much as 80% of their state 
tax payments on premiums if they have 
regional headquarters in Florida serv- 
ing three or more states. The tax is 2% 
of gross premiums collected in Florida. 


“True value” for ad valorem 
tax includes “‘current price” 


CURRENT MARKET PRICE as well as the 
depreciated book value of personal 
property should be consideréd in ar- 
riving at the “true value” of the prop- 
erty for ad valorem tax purposes, says 
the Ohio Supreme Court in Williard 
Storage Battery Company v. Peck.—o— 





NEW DEVELOPMENTS IN 


Payroll taxes 


EDITED BY PETER G. DIRR 


Three more states adopt withholding 


for state income-tax purposes 


ARIZONA, COLORADO, AND KENTUCKY have 
just established systems for withhold- 
ing on income taxes from both residents 
and non-residents. Prior to this, five 
jurisdictions, namely, Alaska, Dela- 
ware, Hawaii, Oregon and Vermont, 
required withholding on residents. 
Seven states require withholding on 
non-residents. They are California, 
Indiana, Iowa, Kentucky, Louisiana, 
Maryland and New York. 

The laws of the three newcomers 
were scheduled to go into effect on 
July ist, 1954. A hitch occurred in Ari- 
zona, in that the 90 days required by 
the state constitution for a law to be- 
come effective could not elapse prior 
to July 1st since the law was passed on 
April 10th. Therefore, the Arizona At- 
torney General ruled that the provisions 
in the new law applied only to income 
payments made on and after July 9th. 

In each of these three states, the tax 
applies to wages paid, regardless of 
when earned. Generally, withholding 
is required from payment of all wages, 
salaries, fees, bonuses, commissions, 
emoluments and remuneration paid to: 

a) Residents of the State, regardless 
where employed; 

b) Non-residents employed in the 
State (for the portion of the wage 
payment earned in the State). 

Colorado specifically includes pensions 
and retirement pay in the withholding 
tax base. However, since the law pro- 
vides that the Colorado Act applies 
only where federal withholding is re- 
quired, it would seem that certain 
pension payments would be exempt. 

Rates. The tax rates vary. In Colorado, 
withholding is required at 4% of the 
federal income tax withholding, not in- 
cluding FICA tax. This approach per- 
mits simplified administration from the 
employer’s standpoint. In Kentucky, 


the tax deductions are based on 
graduated rates, ranging from 2% to 
4%. Withholding tax tables give effect 
to state exemptions. In Arizona, with- 
holding is at the rate of 14 of 1%, or, at 
the option of the employer, tax tables 
furnished by the State Tax Commis- 
sion may be used. These tax tables 
give effect to the various state exemp- 
tions and indicate a top tax rate of 
214% on incomes over $15,000 per 
year. This gives rise to an interesting 
question. Some tax authorities believe 
that the 212% rate applies to all income 
in excess of $15,000 per year, regardless 
of the method of withholding. The au- 
thor disagrees. Considering the con- 
struction of the law, it seems reason- 
able to conclude that if withholding is 
made at the rate of % of 1%, such 
rate applies to total earnings, regard- 
less of amount. 

Since Colorado withholding is based 
on federal withholding, no exemption 
certificates are required from em- 
ployees. The same situation prevails in 
Arizona where withholding is made at 
the straight % of 1% rate. However, 
exemption certificates are required in 
Arizona (when the employer elects to 
use the tax tables) and in Kentucky. 


Quarterly returns are required. Each 
state requires quarterly returns on the 
last day of October, January, April 
and July covering taxes collected in the 
preceding three months. Furthermore, 
annual returns are required represent- 
ing a summary of the quarterly pay- 
ments and must be accompanied by an 
individual employee’s withholding 
form, indicating: 

1. The employer’s name, address and 

identifying number; 


2. Employee’s name, address and 


Social Security number; 
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Total wages paid; 

Federal Tax withheld; 

State Tax withheld; 

. Marital status. 

It is further required that duplicate 
and triplicate copies of the individual 
withholding form must be given to 
each employee. In Arizona this must 
be done before January 31st or within 
15 days after termination, whichever 
occurs earlier. In Colorado the dead- 
line is January 30th or within 30 days 
of termination. In Kentucky distribu- 
tion must be made by January 31st or 
on the employee’s termination date, 
whichever occurs earlier. 


S o> 


There must be more coming. Without 
a doubt, more and more states will 
turn to income tax withholding as a 
source for raising additional revenue 
without involving any change in tax 
or rate structures. In fact, New York 
State is presently studying the ad- 
visability of extending income tax 
withholding to resident employees. As 
this practice becomes more prevalent, 
many complications will result in those 
situations where an employee lives in 
one withholding state and works in 
another withholding state. This situa- 
tion already exists with Indiana and 
Kentucky. It is interesting to note the 
agreement which has been worked out 
here. Indiana will not withhold on 
Kentucky residents working in In- 
diana, but Kentucky will withhold on 
Indiana residents working in Ken- 
tucky. When an Indiana resident files 
a non-resident return in Kentucky, the 
tax will be calculated and credit given 
to Indiana applicable to wages earned 
in Kentucky. It is anticipated at the 
present time that when the Kentucky 
return is filed, no proof of payment of 
the Indiana gross income tax will be 
required, but verification of such pay- 
ment will be determined at a later date. 

As this article is written, no regula- 
tions applicable to Arizona, Colorado 
or Kentucky are available for review. 
We hope to report future developments 
in this field of taxation in subsequent 
issues. -0- 


Refund program in Texas 
now in progress 


As A RESULT OF THE TODD SHIPYARD case 
(JTAX, July, p. 37), the Texas Employ- 
ment Commission is now rechecking 
its records in order to revise employ- 
er’s unemployment insurance accounts 
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and contribution rates for the years 
1948 through 1953. The Commission 
advises that it is reviewing several 
hundred thousand microfilms of rec- 
ords and that it is expected that this 
review will require more than six 
months before it is completed and cor- 
rected tax rates are computed. Further- 
more, completion of this tremendous 
task is contingent upon a special ap- 
propriation for administrative funds.-o- 


NAM raises questions on 


long-time cost of OASI 

WHEN THE SENATE FINANCE COMMITTEE 
was holding hearings recently on the 
social security amendments, one of the 
most interesting statements filed was 
one prepared by the National Associa- 
tion of Manufacturers. This statement 
is quoted here in part in the belief 
that it will be of interest: 

“After 19 years’ experience under 
OASI, there still is not sufficient infor- 
mation to determine the ultimate feasi- 
bility of the program; for example, 
there is lacking any close knowledge 
of the ultimate cost even of the present 
scale of benefits, of the willingness of 
those productively employed a decade 
or two hence to pay those costs, and of 
the economic resources and needs of 
those reaching older years in that same 
future period. Because OASI is an un- 
proven social experiment, the people 
must be in a position to evaluate the 
whole picture before reaching hard and 
fast conclusions about its retention, 
expansion, contraction or cancellation. 

“The experimental nature of OASI 
should not be ignored, even though its 
existence as a permanent institution 
may be taken for granted. The long- 
range commitments made by the OASI 
program must be kept in every moral 
and legal sense if the America of the 
future hopes to justify the faith and 
respect of its citizens. Yet — because 
of election year pressures — it is pro- 
posed to liberalize the program in 
hasty fashion on the assumption that 
brief hearings and reports satisfy the 
need for mature consideration. 

“Because the immediate result of 
these amendments will favorably affect 
many citizens and because the day of 
reckoning is in the future, the popular 
reaction at present is a sure-fire suc- 
cess. When we face the social security 
dilemma of contemporary France — 
and we are heading in that direction 
— what will be the reaction when the 


necessary correctives are announced? 

“Perhaps too much has been asked 
of a contributory, wage-related, var- 
iable benefit program designed to em- 
ploy incentive features and to avoid 
the mistakes of European programs. 
Yet, it must be clear that past and 
projected amendments to the program 
are building pressures which will tear 
it apart. 

“Today’s bargain benefits — with the 
cost passed on to future wage earners 
— today’s easy eligibility requirements, 
are sugar-coated for us, but how about 
our children? Will they think us wise 
and foresighted—or will they con- 
demn us for our generosity to ourselves 


at their expense?” -0- 


New developments, laws, 

in Ohio, Louisiana, Wyoming 
Ohio. Voluntary contributions (in- 
tended to increase employers’ reserve 
balances and thereby reduce contribu- 
tion rates) are required to be made by 
September 30th. In determining the 
advisability of making such contribu- 
tions, consideration must be given to 
the fact that each employer’s account 
was credited with 2.3% interest based 
on the July 1, 1953 balance in the ac- 
count. This credit represents each em- 
ployer’s portion of the total interest 
earned by the Ohio Unemployment 
Trust Fund. 


Louisiana. Effective with the quarter 
ending September 30, 1954, each em- 
ployer will receive a quarterly state- 
ment of benefit charges rather than the 
annual statement submitted in the 
past. This statement is required to be 
issued on or before the last day of the 
quarter following the quarter for which 
rendered. 

The law has been amended to 
tighten the voluntary leaving and gross 
misconduct disqualifications. It is no 
longe> necessary to consider whether a 
claimant has terminated his employ- 
ment voluntarily or involuntarily. Any 
person leaving employment without 
good cause connected with such em- 
ployment is subject to disqualification. 
Disqualifications imposed because of 
receipt of retirement payments or be- 
cause of a discharge for misconduct are 
no longer confined solely to the claim- 
ant’s relation with the separating em- 
ployer. All base period employers have 
the same disqualification rights formerly 
restricted to separating employers. 
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Wyoming. The Employment Security 
Commission was recently advised by 
the U. S. Bureau of Employment Se- 
curity that the Commission’s policy 
whereby a claimant receiving a private 
pension is presumed to have withdrawn 
from the labor market and is, there- 
fore, unavailable for benefits is not in 
conformity with the Federal Unem- 
ployment Tax Act. Acting on this ad- 
vice the State Commission adopted a 
resolution on July 12th setting forth 
that all claimants would be required to 
meet the same eligibility provisions; 
that the claim of each claimant shall 
be determined upon the basis of fact in 
each case and that no claimant who is 
able to work and available for work 
and is actively seeking work shall be 
considered ineligible for benefits merely 
because he is receiving a private 
pension or retirement payments. -o- 


Recommended reading 
Jobs? or Jobless Pay?, published by 
the Chamber of Commerce of the 
United States, Washington 6, D. C. 
This book of less than 100 pages is 
well worth reading. It is intended to 
point up the complications attendant 
to the current demands for guaranteed 
annual wages tied in with state unem- 
ployment compensation benefits. It 
adopts a novel approach in presenting 
the material. The right-hand pages 
present facts and illustrations while 
the left-hand pages give supporting 
evidence such as that taken from 
union plans and statements, federal 
committee and commission reports, etc. 


Social security book revised 
“WHAT SOCIAL SECURITY WILL MEAN TO 
you” has been revised and reissued. 
This book contains a very informative 
history of social legislation. It was first 
published in 1936 and has been brought 
up-to-date periodically in keeping with 
the changes in the field of social 
legislation. 

It rightly expresses great concern 
for the economic problems which will 
follow the continuous liberalization of 
benefits. The closing paragraph reads: 

“From the viewpoint of those whose 
earning power is low, the old-age- 
pension features of the so-called ‘so- 
cial security’ scheme as it is working 
in practice are like a mirage in the 
desert. Such individuals must pay all 
their working lives but will have no 
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practicable choice but to continue 
working (and, incidentally, contribut- 
ing) long after they are 65. Yet it ap- 
parently is the great mass of such in- 
dividuals who are laboring under the 
delusion that the Social Security Act 
serves the ‘general welfare’ and that 
they will be among the principal bene- 
ficiaries. If a scheme that has thus been 
misrepresented to its deluded propon- 
ents is not the ‘greatest swindle of 
modern times,’ it must indeed be a 
close contestant for that dubious dis- 
tinction.” 

One feature of this book is that it 
contains a “Personal Appraisal Form” 
whereby the reader may list his re- 
sources and responsibilities and have 
the publisher make a survey as to the 
individual’s insurance and retirement 
program. 

What Will Social Security Mean To 
You is published by the American In- 
stitute for Economic Research, Great 
Barrington, Massachusetts. -0- 


Schottland of California 


to direct social security 


PRESIDENT EISENHOWER HAS NAMED 
Charles I. Schottland of Los Angeles to 
be Commissioner of Social Security, to 
replace John W. Tramberg of Wiscon- 
sin who resigns August 1. Schottland 
is now Director of the California De- 


partment of Social Welfare. -0- 


New decisions 


Withholding from blind workers in 
state operated shop. The IRS holds that 
according to common law definition of 
employee, visually handicapped per- 
sons making rugs, brooms, etc. in shops 
of Arizona Industries for the Blind, are 
employees of the state, and withhold- 
ing of income tax from their wages is 
required. Rev. Rul. 54-253. Likewise as 
to blind managers of vending stands in 
public buildings. Rev. Rul. 54-254. 

However, where the supervision by 
the state over blind managers of vend- 
ing stands in public buildings ‘is pro- 
tective only, the managers are not em- 
ployees and no withholding is required. 
Rev. Rul. 54-255. 


Overwithholding of OASI tax. If the 
employer overwithheld social security 
tax, he may, with the consent of the 
employee, file for refund on his form 
941. Announcement IRB 1954-30,4. 


September, 1954 





New decisions: EPT and miscellaneous 








Good will acquired in non-taxable 
transfer not includible in equity in- 
vested capital. Good will of predeces- 
sor partnership was disallowed as 
equity invested capital because it was 
acquired in a non-taxable exchange. 
Physical assets acquired from sole 
stockholder were held contribution to 
capital and includible. Liberty Tobacco 
Co. v. Comm. CA-3, 6/30/54. 


Earnings depressed by drought, but al- 
lowable reconstruction cannot exceed 
invested capital credit. Taxpayer op- 
erated a jewelry store in Lincoln, Ne- 
braska. While the Tax Court concedes 
that its business was depressed by the 
drought, it did not approve the recon- 
struction the taxpayer offered show- 
ing sales and profit far in excess of any 
it had achieved since 1922. Any re- 
constructed net income the Tax Court 
would allow would not exceed the in- 
vested capital credit. Sartor Jewelry 
Company, 22 TC No. 97. 


Change in management proved, but 
not reconstructed income. The Tax 
Court found that the taxpayer showed 
a change in character of the military 
school it operated. However it did not 
show the income it would have reached 
by the end of the base period had it 
made the changes two years earlier. 
Relief denied. Wentworth Military 
Scientific and Literary Educational 
Company, 22 TC No. 92. 


Computation of tax limitation — com- 
pleted contracts method. Taxpayer used 
the completed contracts method for in- 
come tax purposes but properly elected 
to use the percentage-of-completion 
method for excess profits tax. For the 
purpose of computing excess profits 
tax as limited to 80% of surtax net in- 
come, it must compute the surtax net 
income by the method used for excess 
profits tax: percentage-of-completion. 
Farrel-Birmingham Inc. v. U.S. Ct. Cl., 
6/8/54. 


Depressed earnings from drought ac- 
cepted; Cohan rule used to determine 
lost income. The taxpayer operated 
hardware stores in the Texas Pan- 
handle. The Court found that it quali- 
fied for relief —its base period busi- 
ness being depressed by the drought. 
However, the Court found it almost im- 
possible to determine what its earn- 
ings might have been. Actually its sales 


increased in the base period and lower 
income was due to decreased mark up 
and higher overhead. Applying the 
Cohan rule and making an arbitrary 
allowance, the Court increased average 
sales by $25,000 and income by $1,315, 
increasing the credit from the average 
under the general rule of $39,147.48. 
Morrow-Thomas Hardware Co., 22 TC 
No. 98. 


Wisconsin law forbade a dividend by 
deficit corporation. Under the undis- 
tributed profits tax law credit was al- 
lowed if a dividend could not be paid 
under state law. The Court reviewed 
the Wisconsin law, found that it es- 
sentially applied the trust fund theory 
and forbade dividends in a profit year 
if capital was impaired by prior losses. 
Being in this situation, the taxpayer 
was allowed the credit. Hamilton 
Manufacturing Company v. U.S., CA-7, 
7/16/54. 


Profit cycle not vary from general in- 
dex. Taxpayer was engaged in the con- 
struction of industrial and commercial 
buildings. The Tax Court found that its 
business was somewhat depressed dur- 
ing the base years but could not find 
that it was subject to a profit cycle ma- 
terially different in length and ampli- 
tude from the general. Not having 
qualified — no relief is allowable. Aus- 
tin Co., TC No. 90. 


Federal taxes for Subchapter A may be 
on cash or accrual basis. For years be- 
ginning after 12/31/41 a cash basis cor- 
poration may deduct Federal income 
war profits and excess profits taxes in 
computing its Subchapter A_ undis- 
tributed net income (for personal hold- 
ing company tax either when paid or 
when accrued). However, if a taxpayer 
deducts such taxes when accrued it 
shall use the same method in subse- 
quent years. TD 6079. 


Contractor mining government coal not 
allowed depletion. Taxpayer mined coal 
from government lands in Alaska un- 
der contract with the Army, under 
which he was paid a fixed sum per ton. 
The contract was terminable by the 
Army at any time. The Tax Court finds 
that he had no economic interest in 
the coal in place and should not be 
allowed percentage depletion. Emil Usi- 
belli, TCM 1954-84. 
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